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sound thinking in the fields of insurance law 

relating to Life, Health and Accident, Fire and 

Casualty, Automobile, and Negligence, and to 

review unfolding developments of interest and 

importance. Thus, the JOURNAL presents 
edjmely articles on pertinent subjects of insur- 
*sarrce law, digests of recent decisions, com- 
*entents on pending legislation and other 
“fgatures reflecting the changing scene of 
soinsurance law. 


>In ihe.interest of stimulating current thought 
ae frank discussion of significant relevant 
..1dpics*t peinsurance law, the JOURNAL’s ig 
.are itade freely available. No editorial r 
“sponsibility i is assumed for the ideas and anne 
ions set, forth. On this basis contributions are 
one vite 
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“Bad laws are the worst 
sort of tyranny.”—Edmund 
Burke. 
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Reporting to our readers this month 1s 
Robert S. Holzman, Professor of Taxa- 
tion, New York University Graduate 
School of Business Administration. 


7HEN the Roman emperor Domitian 

was murdered, “The senators .. . 
passed a decree that his inscriptions should 
everywhere be erased, and all records of 
him obliterated.” ’ 
the living 
records. 


But no one could order 
Domitian to change his own 
Thus the Commissioner of Internal 
Revenue today has more power than did 
his Roman opposite number, the procurator 
tributorum. 

Arthur M. Brown served as Pacific coast 
general agent for various fire insurance 
companies, and he derived part of his in- 
come from a so-called “overriding com- 
mission” on the net premiums derived from 
jusiness written through local agents. These 
commissions were subject to deductions on 
account of subsequent cancellations of busi- 
ness for which they had been received; and 
it appeared that a fair estimate could be 
made as to the extent the policies would 
be cancelled in future years. Brown’s books 
were kept on an accrual basis, the year’s 
income for overriding commissions being 
reduced by the estimated amount ¥of .the 
refunds whith would have to be made in 
future years. The Commissioner was un- 
abashedly dubious. “I have the right,” 
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“to take this deducti 
under the statutory provision which alloy 
a deduction income for tl 
amount of ‘necessary expenses paid or ij 
“ey 
have to accept your philosophy of accoun 
ing,” replied the Commissioner, 
won't, either.” 

On January 15, 1934, Mr. Justice Brande 
delivered the opinion of the Supreme Court 


maintained Brown, 


from 


gross 


curred during the taxable year’.” dor 


“and 


“The Commissioner properly disallowe 
the deductions on account of the credits 
the ‘Return Und 
the Revenue Acts taxable is com 
puted for annual periods. 


Commission’ account. 
income 
If the accoun 
are kept on the accrual basis the income 
to be accounted for in the year it is realiz 
even if not then actually received; and tl 
deductions are to be taken in the year 
which the deductible items are 
... The overriding commissions were gro 
income of the year in which they were r 
ceivable. As to each such commission the 
arose the obligation—a contingent liabilif 
—to return a proportionate part in case 
cancellation. But the mere fact that son 
portion of it might have to be refunded i 
some future year on the event of cancell 
tion or reinsurance did not affect its qualit 
income. . The refunds during tl 
tax year of those portions of the overridin 
cémmissions which represented cancelli 
tions during the tax year had alwa] 
been claimed as deductions; and they we 
apparently allowed as ‘necessary expens 


as 





1 Suetonius, The Lives of the Caesars, J. C. 
Rolfe translation (London, William Heinemann 
(Loeb Classical Library), 1914), Vol. II, p. 385. 


2 


2 Brown v. Helvering, 4 ustc 


1223, 291 U. 
193 (1934). ‘ 


IL J— January, 19 
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baid or incurred during the taxable year’. 
The right to such deductions is not now 
juestioned. Those which the taxpayer claims 
ow are of a very different character. They 
tre obviously not ‘expenses paid during the 
axable year’. They are bookkeeping charges 
epresenting credits to a reserve account. 


“ 


Brown argues that since insurance com- 
anies are allowed to deduct reserves for 
inearned premiums which may have to be 
efunded, he should be allowed to make the 
leductions claimed as being similar in char- 
cter.. The simple answer is that the gen- 
ral agent is not an insurance company; 
nd that the deductions allowed for addi- 
ions to the reserves of insurance companies 
re technical in character and are specific- 
lly provided for in the Revenue Acts. 
[hese technical reserves are required to be 
1ade by the insurance laws of the several 
states. The ‘Return Commission’ re- 
erve here in question was voluntarily 
stablished. Only a few reserves voluntarily 
stablished as a matter of conservative ac- 
Mounting are. authorized by the Revenue 
Wicts. 

‘Brown argues also that the Revenue 
cts required him to make his return ‘in 
ccordance with the method of accounting 
egularly employed in keeping the books’; 
ind that in making the deductions based on 
he credits to ‘Return Commission’ account, 
ne complied with this requirement. 

T]he method employed by the taxpayer is 
ever conclusive. If in the opinion of the 
Sommissioner it does not clearly reflect the 
income, ‘the computation shall be made 
pon such basis and in such manner’, as 
vill, in his opinion, do so. Umited States vw. 
Inderson .;° Lucas v. American Code Co. 

.;* Lucas v. Ox Fibre Brush Co. , 
fo sO require was within his administra- 
ive discretion. 


“[Brown] .. . suggests, therefore, as an 
Iternative method of ascertaining the in- 
ome, that the commissions on each year’s 
Writing be prorated over the life of the 
policies. The Commissioner was of 
Ppinion that the method of accounting con- 
istently applied prior to 1923 accurately 
Feflected the income. He was vested witha 
wide discretion in deciding whether to per- 
nit or to forbid a change. . It is not the 
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| The Holzman, 

| articles (pages 2, 7 and 25) con- 
cededly are not the type usually 
found in this JoURNAL, since their 
appeal is more to the sales and under- 
writing sides of the insurance busi- 
ness than to the claim side. However, 
because they are of interest to the 
industry and to a great many policy- 
holders, we present them to you and 
hope you will find them helpful. 

a 


Golden and Childs 


Beginning at page 54 are some cases 
involving the construction of trouble- 
some words like “repair” and “re- 
place,” “in charge of” and “business 
or pleasure.’ A case involving an 
award of over $225,000 for injury 
occurring in an occupation known 
to be hazardous appears at page 51. 
° 


In the last session of the state legisla- 
tures, a great many bills were introduced 
relative to workmen’s compensation 
and, while we published an exhaustive 
article on the subject last March, 
it seems appropriate to present Mr. 
Pollack’s article, written from the 
viewpoint of the UAW-CIO. 
page 14. 


See 


province of the court to weigh and deter- 


mine the relative merits of 


accounting.” 


systems of 


“(T]he Supreme Court decided Brown v. 
Helvering in which it held that, under the 
power to determine whether a method of 
accounting clearly reflected income, the 
Commissioner had broad discretion to re- 
quire a taxpayer to return to a method of 
accounting previously utilized by him.’ ® 
“In deciding whether or not a particular 
method of accounting properly and ‘clearly’ 
reflects income, the courts have been of 
little help. For example, the Supreme Court 
has said: ‘It is not the province of the 
court to weigh and determine the relative 
merits of systems of accounting.’ ’’* 

The Commissioner has broad powers as 
to whether a particular accounting method 





TAXES, 


“Tax Classics—X, October, 


TAXES, June, 


5See ‘‘Tax Classics—LI,’’ TAXES, March, 1952, 
D. 216. 

° Emanuel L. Gordon, ‘‘Options with Respect 
© Depreciation and Inventory Methods,’’ Pro- 


eport to the Reader 


ceedings of the New York University Eighth 
Annual Institute on Federal Taxation (1950) 
(Albany, Matthew Bender & Company, Inc.), 
p. 1224. 

7™Paul D. Seghers, ‘‘Tax Accounting Com- 
pared with Recognized Accounting Principles,”’ 
TAXES, February, 1949, p. 145. 





is to be accepted; thus he may insist upon 
an accrual basis under certain circumstances. 
“In deciding what method is necessary 
clearly to reflect a taxpayer’s income, the 
Commissioner is given a breadth of discre- 
tion which, though not unlimited, will be 
reviewed here only when abuse of it is 
clearly shown. See Brown v. Helvering. 
3 ”S “Under section 41 of the Internal 
Revenue Code, [the Commissioner] had the 
authority to require petitioner to report his 
income ... in accordance with a method of 
accounting which clearly reflected his in- 
come. See Brown v. Helvering. erie 


The Commissioner may require that changes 
be made. A taxpayer reversed certain un- 
claimed payables, reporting them as income 
in the year of the reversal. The Commis- 
sioner transferred the income to earlier 
years, with the Court’s subsequent blessing. 
“Latitude for discretion is given the Com- 
missioner, and his interpretation of the 
statute and the practice adopted by him 
should not be interfered with unless clearly 
unlawful. Brown v. Helvering , 
The [taxpayer ] employed no method of dis- 
posing of these old accounts and computing 
them as income, and they had accumulated 
over such a period of years that the likeli- 
hood of any claim being made had long 
passed. We cannot therefore say that the 


Commissioner his statutory 
’10 


abused dis- 


cretion.’ 


The Commissioner may hold that the 
long-term contract basis does not properly 
reflect a taxpayer’s income. “The statute 
gives the Commissioner broad discretion in 
adopting a method which he believes prop- 
erly reflects the income of the taxpayer. 
Brown v. Helvering. .’% Where a tax- 
payer switched from the retirement method 
of depreciation to the straight-line method 
without the Commissioner’s consent, that 
worthy may switch the returns right back. 
“The Commissioner of Internal Revenue 
has a wide discretion in determining whether 
to approve a taxpayer’s method of account- 
ing or whether to require another method. 
Within the general standard that the method 
of accounting ‘clearly reflect the income’ 
the Commissioner’s decision is final; and 
any method of accounting which clearly 
reflects ‘a reasonable allowance’ for de- 
preciation necessarily, by force of the lan- 


guage of the Act itself, ‘clearly reflects t 
income’, since it eliminates from the gener 
receipts of the taxpayer an amount whi¢ 
represents restoration of capital from ear 
ings which must be eliminated before ther 
is true income. How wide the discretion ¢ 
the Commissioner is under the revenue ac 
is indicated by the comments of the Suprem 
Court in Brown v. Helvering.” * 


The Commissioner may refuse to recog 
nize a change of accounting method. TI 
Civil Aeronautics Board had directed a coi 
poration to keep its books in such a way 4 
to defer receipts from ticket sales for whic 
transportation had not actually been fu 
nished. A taxpayer asked the Commission¢ 
to accept a corresponding change in the ta 
returns, but permission was refused. “Pet 


tioner, in effect, is requesting us to subst§ 


tute our judgment for [the Commissioner’s 
in selecting one of two methods of ag 
counting. This we refuse to do in th 
absence of any abuse. As was said j 
Brown v. Helvering, supra, ‘It is not ti 


province of the court to weigh and detem 


mine the relative methods of systems 
accounting.” That a taxpayer may be rq 
quired to account one way for one govert 
ment agency and another way for a differen 
government agency may well be a hardshi 
and we have no doubt it is, but we a 
certain that the remedy does not lie with us 4 
a judicial byproduct of a tax determination.” 


A corporation could not change from th 
retirement method of accounting to dé 
preciation reserves without the Commis 
sioner’s approval. The company had argue 
that a new asset acquired in the taxable yea 
amounted to one third of total fixed asse 
and that the original method would ng@ 
clearly reflect income inasmuch tha 
method would require a charge-off in of 
year of 33% per cent of its entire d 
preciable assets. “If we were convince 
that the [corporation] ought to be allowe 
to compute its income tax liability on thi 
basis [sought] .. . and that to require | 
to adhere strictly to the retirement metho 
of accounting was unjustifiable, that woul 
be of no help to the [company]. ‘Th 
[Commissioner] is vested with a wide dis 
cretion in deciding whether to permit 0 
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forbid a change in methods of accounting. 


(Continued on page 63 





8’ Hardy, Inc. v. Commissioner, 36-1 ustc § 9115, 
82 F. (2d) 249 (CCA-2). 

® Koby v. Commissioner, CCH Dec. 17,672, 14 
TC 1103 (1950). 


10 North 
missioner , 


(CCA-6). 
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Coal Corporation v. 
1 9303, 97 F. (2d) 


American 
38-1 ustTc 


1 Standard Paving Company et al. v. Commis 


sioner, 51-2 ustc { 9376, 190 F. (2d) 330 (CA-10)8 


12 Chicago and North Western Railway Com 
pany et al. v. Commissioner, 40-2 ustc { 958 
114 F. (2d) 885 (CCA-7). 

13 National Airlines, Inc. v. 
CCH Dec. 15,940, 9 TC 159 (1947). 
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Bay State Legislators 
ile Many Insurance Bills 


Massachusetts legislators, who are re- 
juired to introduce all their legislative pro- 
posals in advance of the convening of the 
egislative session, have made a number of 

Bintroductions reflecting the intense interest 
in motor vehicle insurance in the state as 
hat topic was the subject of the majority 
lof the early introductions studied thus far. 
These ranged from the perennial bills which 
all for the repeal of the state’s compulsory 
insurance law to several approaches to a 
1ew subject for contention, the merit-rating 
lan for determination of insurance premium 
harges instituted by Chapter 251 of the 
Acts of 1953. 

3ills which would effect the repeal of the 
ompulsory insurance laws were introduced 
in both houses of the legislature. In the 
lower house, H. B. 661 and H. B. 1664 
vould submit to the voters a resolution 
alling for the law’s repeal and its replace- 

ment with a financial responsibility law. In 
he upper house, S. B. 36 would repeal the 
law by legislative action alone. 

Dealing with the right of the insurance 
ommissioner to set up a merit-rating sys- 
em for premium determination, a number 
9§ measures attack his action of assessing 
n increased rate for insurance where drivers 
5 years of age or younger are involved. 
Three introductions, H. B. 189, H. B. 191 
and H. B. 662, would flatly prohibit to the 

‘commissioner the right to make any classifi- 
ation based on the age of the insured or 

a member of his family. 
Three other bills, while not prohibiting 
determination based on age, 
vould limit the commissioner’s power in 
his respect: H. B. 182 would exempt Kor- 
ean War veterans from any rate classifica- 


hat the Legislators Are Doing 


tion based on age; H. B. 774 would require 
the consideration of the experience factor of 
the person involved in any premium rate 
fixed on an age basis; and H. B. 775 would 
exempt from any penalty by age persons 
who have passed public or private courses 
of driving instruction or who have not been 
involved in an accident for a prior period 
of five years. 

Three bills seeks to prohibit geographical 
zoning as a factor in the classification of 
motor vehicle risks and premium charges. 
These measures, H. B. 178, S. B. 32 and 
S. B. 37, call for rate uniformity throughout 
the commonwealth. 


H. B. 779 would limit the instances where 
points used in setting the rate structure 
could. be assessed against an owner who 
had permitted another to operate his vehicle. 
Instances allowing the assessment of points 
would include where permission was given 
for the use of the vehicle in the commission 
of crime, where permission was given to a 
drunk and where permission was given to 
a person not having a driver’s license. 


H. B. 658 would split drivers into four 
groups for the purpose of determining pre- 
mium charges. The division would be based 
on the accident index of each registered 
car owner for the preceding three years. 
Premium charges would start at $15 for the 
first group and would increase by $15 in- 
tervals up to $60 yearly for the fourth class. 

Deductible motor vehicle liability insur- 
ance would be required in the state under 
the provisions of S. B. 35. The deducti- 
bility feature, which is well known in the 
collision insurance field, would be achieved 
by requiring the insured motor vehicle 
owner to be a coinsurer to the extent of 
25 per cent of the first $1,000 of any claim 


and 5 per cent of the amount in excess of 


5 





$1,000. The insurer would be required .to 
pay the full amount of any judgment up to 
the policy limit and would collect from 
the insured later for his share of the judg- 
ment. Insureds.who failed to reimburse 
their insurers would have their motor vehi- 
cle registrations cancelled. _The _measure 
also sets up the procedure to be followed 
in settlements: and requires the insured to 
bear counsel and witness fees if he insists 
on proceeding to trial after the company 
has decided to settle. The bill would not 
prohibit a motor vehicle owner from pur- 
chasing full liability coverage from an in- 
surer in a separate policy clause or in a 
separate policy covering his liability 
coinsurer. 


as 


Financial responsibility proof requirements 
would be hiked sharply by H. B. 1667. The 
bill would require proof of financial re- 
sponsibility of $25,000 for one injury or 
death, of $50,000 for injuries or deaths in 
any one accident and of $5,000 for property 
damage. Present limits are 5/10/1. 

Motor vehicle liability policies usually 
specify a time limit after an accident within 
which an injured person eligible for medical 
or surgical benefits must begin any court 
action to collect for his injuries. By the 
terms of H. B. 2125, this period would not 
commence until the insurance company 
had notified the injured person of his in- 
surance rights. 

Exclusive jurisdiction over damage suits 
resulting from motor vehicle accidents would 
be given to district courts by H. B. 994. 
Where contributory negligence is estab- 
lished, H. B. 1669 would provide for the 
apportionment of damages. 


Two bills would attempt to expedite the 
disposal of motor vehicle accident suits: 
S. B. 53 would require that cases which 
have been pending in the superior court for 
one year be referred to an auditor for hear- 
ing and decision, but with the plaintiff’s 
right to claim a trial by jury preserved. 
H. B. 664 would permit the appointment of 
an auditor or auditors in a motor vehicle 
accident case where the damages sought 
were $2,000 or less and where the appoint- 
ment was requested by one of the parties. 


H. B. 1890 would tighten enforcement of 
compulsory motor vehicle insurance. It 
would prohibit the issuance of a driver’s li- 
cense until a certificate of insurance from 
an insurance company was presented. 


Apart from motor vehicle insurance meas- 
ures, bills of insurance interest include H. B. 


6 


185, which would incorporate the provision 
of the uniform individual accident and sick 
ness policy provisions law into the Massa 
chusetts statutes; H. B. 773, which woul 
make two-year-old accident and health in 
surance policies noncontestable on ground 
that a disease or physical condition, nd 
specifically excluded from coverage by nam 
and description, had existed prior to th 
effective date of the policy; and S. B. 3 
which permits domestic accident and healt! 
insurance companies to insure their ow 
employees. i 


Certain domestic mutual surety, liability 
or casualty companies would be permitte 
to accumulate and maintain a surplus, ex 
clusive of the required mininmum—H. B 
1207. The highest permissable surplus woull 
be an amount equal to 10 per cent of the 
average gross premium income, or $1 mili 
lion, whichever would be greater. 


Domestic insurance companies would be 
permitted, by S. B. 139, to invest in mort 
sage loans secured under the Servicemen'# 
Readjustment Act of 1944. 

Examinations would be required of ap§ 
plicants for insurance adjusters’ 
under the terms of H. B. 2123. 

A system of compulsory nonindustrid 
accident and health benefits t 
complement the workmen’s compensatioi 
insurance system would be set up by H. Be 
2138. With certain exceptions, the insurancé 
would have to be provided by every emf 


licenses 


insurance 


ployer of four or more persons. 


Several bills concern workmen’s compen: 


sation insurance. H. B. 1473 would raise 


proce 


reaso 
S only 
s lump- 


| paym 


the maximum weekly benefits for total dis} 
ability from $30 to $40 and would eliminatd 
the arbitrary benefit maximums under the 
compensation act. H. B. 1891 sets up thi 
machinery to take care of claims againsi 
an insolvent insurer. It would place the 
responsibility of settling the claims in the 
hands of a rating organization. This of 
ganization would levy assessments upon its 
member companies to care for 
claims. Up to 1% per cent of the net pre 
miums for workmen’s compensation during 
the previous year could be assessed. A con- 
tinuing fund would be started within 30 
days after the bill’s effective date; every 
domestic insurance company would deposi 
an amount equal to 1% per cent of the nel 
premiums income of the company during 
_ 1953 with the rating organization. 
(Continued on page 43) 


IL J — January, 19: 


possible 





an al 


| Notw 


to ta> 
nent: 
ment: 
and a 
the tz 
court 
statut 
inter¢ 


the fo 

Mr. 
gentle 
a wid 
yn th 
and’, 
consi¢ 

Mr. 
the x 
Cong! 

3 Se 


“Exc 


LAW JOURNAL 


Taxation of “Excess Interest’’ 


on Life Insurance Proceeds 


By STANLEY L. GOLDEN, Member of the New York and Connecticut Bars 


To offset judicial discrimination, 
the Internal Revenue Code should 
be amended to exempt “surplus” 
interest, states the author in 
this reprint from TAXES—The 
Tax Magazine for October, 1953 


oe the Revenue Act of 1913,. Con- 
h has consistently exempted the 
proceeds of life insurance policies paid by 
reason of the death of the insured.” Not 
only is favored treatment accorded the 
‘§lump-sum payment of these proceeds, but 
“ payment in installments or in the form of 
‘Ban annuity is also fully exempt from tax. 
§ Notwithstanding the Commissioner’s struggle 
to tax the income element in insurance pay- 
nents under the various optional settle- 
ments, the courts have liberally construed 
and applied Code Section 22(b)(1) to favor 
the taxpayer in all respects except one. The 
courts consistently refuse to construe the 
statute to permit the exemption of excess 
interest which the beneficiary receives in 


gress 


1 Sec. II (B), 38 Stat. 167 (1913). 

* During Congressional debate on the new bill, 
the following colloquy occurred: 

Mr. Madden: ‘‘And I would also like the 
gentlemen to answer another question, whether 
a widow will be required to pay an income tax 
my the money secured as a result of her hus- 
vand’s death, or whether that money will be 
considered as property ?”’ 

Mr. Hull: “It never was contemplated to tax 
the proceeds of life insurance policies.’’ (50 
Congressional Record 508 (1913).) 

3 Sec. 213 (b) (1) of the Revenue Act of 1926, 


“Excess Interest” on Life Insurance Proceeds 


addition to installment payments of the 
insurance proceeds. It is submitted that the 
judicial discrimination against excess in- 
terest is unwarranted and inconsistent with 
both the letter and spirit of Section 22(b) (1). 


How Excess Interest Arises 


Aimost all life insurance policies provide 
for the payment of the proceeds under 
various optional settlements where it is 
desirable that the beneficiary should not 
receive these proceeds in a lump sum. The 
types of settlements vary, but some of the 
more commonly written are as follows: 

(1) The entire proceeds are to be left 
on deposit with the insurance company for 
payment or withdrawal at a later date, 
subject meanwhile to payment of interest 
periodically at not less than a prescribed rate.‘ 

(2) The proceeds are to be paid out in 
installments of a specified amount for a 
fixed period.’ 

(3) The proceeds are to be paid out in 
the form of an annuity of a specified amount 


44 Stat. 24 (1926); Sec. 22 (b) (1) of the Rev- 
enue Act of 1934, 48 Stat. 687 (1934); Winslow v. 
Commissioner, 40-2 ustc { 9582, 113 F. (2d) 418 
(CCA-1), aff’'g CCH Dec. 10,589, 39 BTA 373 
(1939). 

‘There is no question that this interest is 
fully taxable as income to the _ beneficiary. 
(Code Sec. 22 (b) (1) (parenthetical clause); 
Kinnear, CCH Dec. 6295, 20 BTA 718 (1930); 
U. 8. v. Heilbroner, 38-2 ustc { 9610, 100 F. (2d) 
379 (CCA-2). 

5 As in Winslow v. 
footnote 3. 


Commissioner, cited at 



























(based on the beneficiary’s life expectancy 
at’ the death of the insured) for the bene- 
ficiary’s life. The usual provision requires 
payment of a specified amount over a fixed 
period, such installments to continue during 
the life of the beneficiary if she survives 
this fixed period.® 

(4) The proceeds shall constitute a fund 
which is to be paid to the beneficiary in 
fixed installments until the fund is ex- 
hausted, interest on the remaining balance 
after each installment payment being cred- 
ited to the fund periodically by the company.’ 

In addition to the installments which the 
company is obligated to pay, either the 
policy itself, or a supplementary contract 
executed between the company and the 
beneficiary, provides for what is variously 
termed “excess interest,” “surplus earnings,” 
“dividends,” or the like. The distinguishing 
characteristics of excess interest are (a) 
payment usually only upon special vote of 
the insurance company’s board of directors, 
(b) no obligation on the part of the insur- 
ance company to’ pay these amounts to life 
insurance beneficiaries (except to the extent 
that an accumulation of surplus beyond the 
reasonable needs of the company’s business 
will subject it to surtax under Code Section 
102) and (c) a differentiation in nomen- 
clature, by the insurance company in its 
policy or supplementary contract with the 
beneficiary, between these amounts and all 
other sums included in the installment pay- 
ments.* Actually, as we shall see, these 
differences are rather superficial because 
excess interest does not essentially differ 
from any portion of the proceeds of the policy. 


Taxability of Installments 


To understand the logical inconsistency 
in the taxation of excess interest, a knowl- 
edge of the struggle between taxpayers 
and the Commissioner with respect to tax- 
ation of the entire interest element in in- 
surance proceeds paid in installments is 


*As in Bartlett v. Commissioner, 40-2 ustc 
{ 9602, 113 F. (2d) 418 (CCA-2). 

7As in Heyser, CCH Dec. 13,995(M), 3 TCM 
582 (1944). 

’ For a typical excess interest provision see 
discussion of Winslow v. Commissioner, at pp. 
9-10 of text. 

®*For a detailed exposition of this struggle, 
see Cohen, ‘‘Income Taxation of Life Insurance 
Settlements,’’ 32 Virginia Law Review 582 
(1946). 

1 Sec. 213 (b) (1), 44 Stat. 24 (1926). 

1 Sec. 22 (b) (1), 48 Stat. 687 (1934). 

2G. C. M. 13796, XIII-2 CB 41. Prior to this 
time, the Commissioner had not attempted to 
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necessary.” If the intention of Congress t 
exempt life insurance proceeds, paid othe 
than in a lump sum at the death of thd 
insured, was not clear until the Reveny 
Act of 1926, it was made so in that stat 
ute” and was extended in the Revenue Aq 
of 1934.7 Yet the Commissioner refused te 
construe the wording of these sections td 
exempt any part of the interest element ir 
the proceeds of a policy paid in installments 
In regulations which remained substantiall 


the same until May 16, 1946, the Commis§ 


sioner taxed the interest in installment pay4 
ments which, he argued, arose by reasor 
of the passage of time.” Typically, thes¢ 
regulations allowed the ‘beneficiary to re 
ceive, tax free, the commuted value of the 


_expected installments (based on the life 
expectancy of the beneficiary where the 
payments were to continue for life or 3 


guaranteed fixed period), anything received 
in addition, being taxed as interest.” The 
first challenge to the validity of these regu: 
lations under the statute came in Winslow 
v. Commissioner.* Extensively reviewing 
the legislative history of the exemption for 


life insurance proceeds paid by reason of 


the death of the insured, both courts com 
cluded that the basic installment (not in 


cluding excess interest), received by thed§ 
beneficiary under the optional settlemen§ 


there chosen, was “paid by reason of the 
death of the insured,” and was, therefore 
income 
the excess interest received was held to be 
taxable. This latter aspect of the case wil 
concern us shortly. | 


exempt from taxation. However 


Notwithstanding the Waénslow decision; 
the Commissioner stuck to his regulations 
merely changing them to conform to the 
Winslow decision which had applied to at 
option chosen by the insured and forced 
upon the beneficiary. After a series of de 
feats, the final blows to the Commissioner’ 
regulations came in Commissioner v. Pierce” 
and Law v. Rothensies,“ which held the basic 


tax the interest element in the optional settle 
ments with the exception of the settlements 
providing for the holding of the proceeds intact 
subject to the payment of interest thereon. 

13 Regs. 86, Art. 22 (b) (1)-1 (1934); Regs. 94 
Art. 22 (b) (1)-1 (1936); Regs. 101, Art 
(1)-1 (1938); Regs. 103., See. 19.22 (b) 
(1940). 

14 Cited at footnote 3. 

1% Commissioner v. Pierce, 45-1 ustc { 9123, 146 
F. (2d) 388 (CCA-1), aff’'g CCH Dec. 13,526, 2 
TC 832 (1943). 

16 Law v. Rothensies, 46-1 ustc J 9224, 155 F 
(2d) 13 (CCA-3), aff’'g 44-2 ustc { 9474, 57 F 
Supp. 447 (DC Pa.). 
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installments received by the beneficiary to 
be tax free, even though the beneficiary her- 
self chose the option. The decision to tax 


excess interest continued, however. The 
Commissioner finally acquiesced in these 
decisions by promulgating T. D. 5515” 


which is now embodied in Regulations 111, 
Section 29.22(b)(1)-1.* 


Taxability of Excess Interest 


Tire cases which have upheld the taxa- 
tion of excess interest fall into a pattern. 
Most of them cite the Winslow case without 
adding much more. Many of them indicate 
that the taxpayer. either did not press the 
issue very far, or dropped it on appeal, or 
excess interest al- 


conceded taxability of 


most as a matter of course.” A good many 
of the cases concern provisions for excess 
interest payments not 
in the insurance policy itself, but which are 
under a separate contract with 
after the death of the in- 
An analysis of the leading cases, 
fruitful in 
any 


which are included 


os 


provided 
the beneficiary 
sured.” 
interest, will be 


taxing excess 


determining whether there is sound 
ground of distinction between excess inter- 
est and the tax-exempt interest element in 
installments received by the beneficiary. 

which all the 


Commissioner, 


The basic decision, upon 
rest, is Winslow v. 
the 
installments paid to the beneficiary to be 


others 


which was first case to hold the basic 
tax exempt and, at the same time, to hold 
the excess interest dividends to be taxable. 
Two facts are initially apparent: First, the 


provision for excess interest was not con- 


tained in the life insurance policy itself. 
After the insured died, the policy was sur- 
rendered to the insurance company which 


then executed a bond providing for the face 
amount of the policy to be paid in 20 annual 


installments of $2,000 each. The bond pro- 


vided, in addition: 


“These instalments are based upon an 


assumed rate of interest of 3% per annum. 


7 1946-1 CB 26. 

%‘*The proceeds of life insurance policies, 
paid by reason of the death of an insured to 
his estate or to a beneficiary (individual, part- 


s nership, or corporation), directly or in trust, 
are excluded from the gross income of the 


beneficiary except in the case of certain trans- 
ferees as provided in section 29.22 (b) (2)-3 and 
in the case of a spouse to whom such payments 
are income under section 22 (k). It is im- 
material whether the proceeds are received in 
a single sum or otherwise. If, however, such 
proceeds are held by the insurer under an 
agreement to pay interest thereon, the pay- 
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If a higher average annual rate shall be 
earned by the Society, the amount of the 
instalments may be increased on any anni- 
versary by an excess interest dividend as 
determined and apportioned by the Society 


” 


Second, although the taxpayer argued 
before the Board of Tax Appeals that 
excess interest should be exempt, he did 


not press this point on appeal. It may be 
a matter of some conjecture, but this con- 
on the taxpayer’s part may have 
resulted from the fact that he did not wish 
to upset the major victory he had won 
at the Commissioner’s expense before the 
Board. It should be noted that subsequent 
cases indicate that the relative size of the 
excess interest payment was quite’ small 
as compared with the basic installments 
received. This may account for the 
great number of concessions by the tax- 
payers in those cases. 


cession 


also 


Curiously, the Board of Tax Appeals, 
speaking through Sternhagen, J., after ex- 
tensively reviewing the legislative history 
of Section 22(b)(1) and concluding that 
the basic $2,000 installments to be 
excluded from gross income, stated: 


were 


no support for the 
petitioner’s argument that the additional 
amount of $581.40 received by the peti- 
tioner in 1934 is likewise exempt. This was 
a distribution out of the earnings of the 
corporation appropriately called in the bond 


While it was 


“There is, however, 


an ‘excess interest dividend’. 
paid the corporation’s con- 
tractual obligation, it a gain to the 
petitioner currently derived from the princi- 
divi- 
dend’ was not received solely ‘by reason 
of the death of the insured’, as was the 
$2,000; it was paid also by reason of the 
withholding of the future installments of 
the principal amount and their proper in- 
vestment by the corporation.” ™ 


by virtue of 


Was 


pal invested. This ‘excess interest 


A casual reading of this quotation will 
indicate the fallacies inherent therein. Con- 
cedely, excess interest is a “distribution 


ments interest must be included in 
come,”’ 

1” Buck, CCH Dec. 
aff’d 41-2 ustc { 9520, 
Sommers, CCH Dec. 





gross in- 


10,963, 41 BTA 99 (1940). 
120 F. (2d) 775 (CCA-2): 
12,908-E, 1 TCM 180 


(1942); Commissioner v. Pierce, cited at foot- 
note 15; Burden, CCU Dec. 12,991(M). 1 TCM 
610 (1943); Pritchard, CCH Dec. 14,205(M), 3 


TCM 1125 (1944). 

* Winslow v. Commissioner, cited at foot- 
note 3; Sommers, cited at preceding footnote; 
Pritchard, cited at preceding footnote. 

139 BTA 373, at pp. 378-379. 


oto, 





out of the earnings of the corporation” and 
a gain “currently derived from the principal 
invested.” Even granting that it arose 
through the “withholding of the future in- 
stallments of the principal amount and their 


proper investment,” the very same state- 


ments could be applied to the 3 per cent 
interest element which is inherent in the 
installment. Without earnings, the insur- 
ance company could not pay any interest 
whatsoever. The guaranteed 3 per cent 
interest is as much derived from withhold- 
ing of future installments and proper invest- 
ment as is the excess interest. If Congress 
wished to tax the interest element in life 
insurance proceeds paid in installments or 
otherwise, the court could not have arrived 
at its basic decision that the $2,000 install- 
ments were tax exempt. There is nothing 
in the legislative history of Section 22(b) (1) 
to indicate a differentiation between excess 
interest and guaranteed interest. The tax- 
ability of excess interest is predizated, 
therefore, upon an erroneous conclusion of 
law which has become completely imbedded 
in later cases. 

Pierce, coming four years after Winslow, 
adhered to the Winslow decision that the 
basic installments received by the bene- 
ficiary were tax exempt, and went one step 
further by holding these installments tax 
exempt regardless of the fact that it was 
the beneficiary herself, rather than the in- 
sured, who chose the optional settlement. 
The Tax Court, citing Winslow, held the 
excess interest received by the beneficiary 
to be taxable. Interestingly enough, the 
taxpayer did not press this point on appeal 
and the Tax Court decision was affirmed 
on the basis that this was not in- 
cluded in the appeal. 

With respect to the basic installments 
received by the beneficiary, the Commis- 
sioner had argued that, in reality, the bene- 
ficiary had received the proceeds of the 
policy at the insured’s death and _ had 
bought an annuity for herself with them; 
therefore, the annuity payments were not 
received by the death of the 
insured. In answer to this particular argu- 
ment, the Tax Court, through Van Fossan, 
J., submitted: 


issue 


reason of 


“We do not'agree with the respondent’s 
analysis. Immediately upon the insured’s 
death the petitioner was vested with several 
distinct and valuable property rights. Latter- 
man v. Guardian Life Insurance Co. of 
America, 280 N. Y. 102; 19 N. E. (2d) 978. 





2 Pierce, CCH Dec. 13,526, 2 TC 832 at pp. 
837-838 (1943). 
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Among these rights was the right to de 
mand a lump sum payment or to requir 
the insurance company to pay her in accord 
ance with one or more of the options. They 
property rights stem from the policy itsel 
Since the petitioner’s rights flowe 
directly from the policy, it necessarily fol 
lows that all payments received by her i 
satisfaction of those rights were made bj 
reason of the provisions of the policy whie¢ 
matured on the death of the insured.” * 
Accepting the above theory, why wa 
the beneficiary not vested with the right t 
excess interest, if such were to become pay 
able, immediately upon the insured’s death 
The policy in this case, and not a supple 
mentary contract with the beneficiary, con 
tained an explicit provision for exces 
interest. To that extent, the facts ar 
distinguishable from those in Winslow. 
Much has been said concerning the facg 
that some of the policies in these case 
contained express provision for excess in 
terest while others contained no such pro 
vision, the excess interest being paid unde 
a separate agreement with the beneficiary 
Superficially, at least, there is a stronge 
argument for exempting interes 
which is part of the original contract be 
tween the insurance .company and the ia 
sured, than where the excess interest i 
paid under an agreement with the bene 
ficiary. On this ground, Winslow v. Com 
nussioner and similar cases could be justified 
3ut probing further, finds that any 
right which the beneficiary gets to exces 
interest arises solely from the fact that h 
or she is the beneficiary of a life insurane( 
contract, and that these excess interest pay! 
ments are received “by reason of the deatl 
of the insured.” 
which made the taxpayer a_ beneficiary 
excess interest would not have been re 
ceived. Further, if we really studied the 


excess 


one 


transaction between the insurance company 


and the insured, we would probably fini 
that the policy was taken out by the insure¢ 
with the unwritten, but expressed or im 
plied, understanding that the beneficiary 
would entitled to any excess interes! 
which the company might pay. All other 
things being equal, one who was preparing 
to take out insurance would look 
pany which expressly or impliedly 
pay excess interest rather than to a com 
pany which did not. 


be 


agreed to 


The latest major decision with respect t 
excess interest is Paul.” The stipulated fact 


*3 CCH Dec. 14,332(M), 4 TCM 43 (1945). 
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indicate that both life insurance policies in 
that case made some provision for excess 
interest. The taxpayer was willing to con- 
cede that, following Pierce, this excess 
interest was taxable, but asked the court to re- 
view and re-examine the question in light 
of Allis v. LaBudde,* Kaufman v. U. S* 
and Bartlett v. Commissioner.® 

Tax Court chose to follow Pierce, 
saying that the cases, cited by the taxpayer 
in support of nontaxability of excess in- 
terest, were inferentially examined in Pierce 
by virtue of the Tax Court’s examination 
of the Winslow decision there. That argu- 
ment; it would seem, was building a “house 
of cards” on a rather weak foundation. 
Further, in order to support the taxability 
of the excess interest in this case, the Tax 
Court remarked that “In the La Budde, 
Kaufman and Bartlett cases the insured exer- 
cised the option.”” Yet the Pierce case, 
upon which the Tax Court relied, had 
held that insofar as the basic installments of 
life insurance proceeds were concerned, it 
made no difference whatsoever who exer- 
cised the option, the insured or the bene- 
ficiary. The taxability of the excess interest 
never went on that ground, and it would 
seem that, if it made no difference who 
exercised the option with respect to the 
taxability of the basic installments, a ‘fortiori 
that difference became immaterial with re- 
spect to the excess interest. 


The 


Exemption of Excess Interest 
from Tax 


field have refused 
to tax excess interest, and, by their very 
nature, these decisions are fairly unreliable 
precedents. -Perusal of their facts and of 
the opinions make it somewhat difficult to 
decide what it was, exactly, that the court 
in each case decided. 


Few decisions in this 


Bartlett v. Commissioner* could be inter- 
preted as involving excess interest, but the 
way in which the disputed amount arose 
raises doubts that this case is in point. The 
particular policy contained an option whereby 
the beneficiary was to receive 240 monthly 
installments of $100 and an equal monthly 
amount thereafter so long as she lived. The 
policy itself contained no provision for 
excess interest. It became payable in 1924, 
but, in 1930, the $100 monthly payments 

*442-2 ustc § 9701, 128 F. (2d) 838. (CCA-7), 
rev’g 41-2 ustc { 9669, 40 F. Supp. 59 (DC Wis.). 

25 42-2 ustc { 9746, 131 F. (2d) 854 (CCA-4), 


rev’g 41-2 ustc { 9663, 40 F. Supp. 505 (DC Va.). 
*6 Cited at footnote 6. 
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were increased to $101.39, the added $1.39 
being, acording to the court, “a, concession 
on the part of the insurance company which 
resulted from the removal of an administra- 
tion charge and which was made retroactive 
to policies previously issued.” *” The Board 
of Tax Appeals treated the added amount 
as taxable income, while exempting the $100 
installment. On appeal, the court of appeals, 
through Chase, J., commented upon the 
taxability of the $1.39 addition, saying: 4 

“Tt is argued that this excess was taxable 
but we cannot agree. It was either received 
under an insurance contract and paid by 
reason of the death of the insured as was 
the remainder of the instalments or it was 
a gift exempt from taxation under Section 
22(b)(3) of the Revenue Act of 1934. The 
decision of the Board was right in either 
event and no more need presently be de- 
cided. Affirmed.” * 

Since the Board had decided that this 
amount was taxable, and since its decision 
seems to have been affirmed without modifi- 
cation, the foregoing quotation makes very 
little, if any, sense. On the other hand, if 
the court of appeals really meant to exempt 
the $1.39 addition to the basic installment, 
it does not seem to have given much thought 
to the grounds upon which that particular 
decision It is beyond the purview 
of this paper to point out that this con- 
cession due to a reduction in an administra- 
tion charge could hardly be called a “gift” 
whether one uses the income, estate or gift 
tax definition of that term. If, however, the 
$1.39 was truly received under the life in- 
surance contract by reason of the insured’s 
death, the court did not expand upon this 
alternative. But for the fact that this deci- 
sion was cited by the taxpayer in Paul as 
grounds for re-examining the decision that 
excess interest is taxable, it is difficult to 
see what the case adds to our learning on 
the matter. 


rests. 


The opinions of both the district court 
and the court of appeals in Allis v. La Budde 
with respect to the excess interest, there 
involved, are very hazy. Both courts men- 
tion that there were “dividends” involved, 
calling them “negligible.” The case involved 
the taxability of the installments, 
mainly, and since the district court had 
held for the Commissioner on this point, 


basic 


** Paul, cited at footnote 23. 

*8 Cited at footnote 6. 

**CCH Dec. 10,733-B, BTA memo. op., Pp. 
39-564. 

9° 113 F. (2d) 766, at p. 767, 
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while the court of appeals reversed, the 
implication is that the district court deci- 
sion that the “dividends” were taxable also 
was reversed. A statement of Sparks, J., 
in the opinion of the court of appeals, would 
seem equally applicable to the excess inter- 
est received as well as the basic installments : 

“While the amount of the installments 
under each policy is undoubtedly calculated 
by the insurers in the light of the potential 
earnings as affected by the age of the bene- 
ficiary and the interest rate, the obligation 
to pay whatever may become due is matured 
solely by death.” (Italics 
supplied.) 

Kaufman v. U. S. involved both the tax- 
ability of the basic installments paid under 
the particular option there chosen and 
varying amounts of excess interest, which 
were paid, according to the court “in ac- 
cordance with the provisions of the respec- 


reason of the 


tive contracts,” that is, insurance policies. 
The district court had held the entire in- 
terest element taxable under the Commis- 


sioner’s formula; the court of appeals reversed, 
holding no part of the installments received 
by the taxpayer to be taxable income. This 
case is just about the only one which seems, 
clearly, to exempt excess interest; but the 
Opinions, once again, do not seem to make 
certain what the grounds for decision on 
this issue were. 

By far the 
wherein excess interest was held nontaxable 
is Heyser.* Two of the policies in this case, 
having face amounts of $25,000 and $20,000 
respectively, involved similar provisions. The 


most anomalous decision 


proceeds were to be paid as follows: $5,000 
to the beneficiary in a lump sum at the 
insured’s death, the remainder to be held 
by the insurance company “in trust” at a 
guaranteed interest of 3 per cent annually, 
and such additional interest as might be ap- 
portioned by the surplus 
interest earnings. These varying amounts of 
interest were to added, at the 
each year, to the trust fund held by 
company. 
$100 per month until the trust fund was 
exhausted, with the right to withdraw 
principal each year to the extent of $2,500, 
while the trust fund was sufficient. If, at 
the beneficiary’s death, the trust fund was 
not then exhausted, the remainder was to 
go to the beneficiary’s son or to her estate 
in a specified manner. The insured died 
on March 12, 1938, and the question con- 


company from 
of 
the 
The beneficiary was to receive 


be end 








Taxes, licenses and fees paid by U. §, 
life insurance companies totaled $345} 
million in 1952. This total tax bill 
was $47 million more than that for 
the year before, $200 million more 
than in 1940. 


Federal income taxes paid in 1952 
totaled $125 million. The amount 
of such taxes incurred on 1952 opera- 
tions was even greater, however— 
$140 million, compared with $125 
million in 1951. 
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22(b) | 
held | 
with ; 
incren 
the pr 
stalme 


} shall 


State taxes on premiums were $1464 


million in 1952. 
came to $32 million; Federal Social 
Security taxes, $15 million; the re- 
maining taxes, licenses and fees, $27 
million.—Life Insurance Fact Book. 


The Tax Court held the entire install- 
ment payment to be excluded under Section 
22(b)(1). This included, to the extent it 
might have been received, the excess inter- 
est payments which were made to the trust 


fund. The Tax Court seemed somewhat 
unwilling to say, outright, that the excess 
interest was not taxable. Rather, it re- 


marked: 

“While what we have already said serves 
to dispose of tl-c issues, it may not be amiss 
to point out that it is at least questionable 
whether the petitioner has actually received 
or been credited with the amounts here in 
controversy under the first and third poli- 
The stipulation facts has been 
drawn and the case argued on the theory 
that what petitioner was actually paid rep- 
resented proceeds of the policies and that 
the interest was credited to the balances 
still with the insurer. The petitioner’s right 
to this interest would appear to be purely 
contingent upon her survival. In the cir- 
cumstances it would seem doubtful, in any 
event, that the interest could be held to 
constitute income to the petitioner in the 
year 1940.” * 


cies. ot 


cerned the taxability of the $1,200, received 
during the year 1940. 





31128 F. (2d) 838, at p. 840. 
%2 Cited at footnote 7. 
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This explanation was accepted by the 
Bureau in a letter written by Deputy Com- 
missioner Stowe.” 
did, that: 

“In the Reg. 111, Art. 
22(b)(1) the words, ‘If the proceeds are 
held by the insurer under an agreement 
with a beneficiary to distribute either the 
increment to such proceeds currently, or 


Note, also, as one writer 


amendment to 


the proceeds and the increment in equal in- 
stalments until both are exhausted, there 
shall be included in gross income, the in- 
crement so paid to the beneficiary, or so 
credited to the fund in each year by the 
insurer; were changed. They now read, ‘It 
is immaterial whether the proceeds are paid 
in a single sum or otherwise. If, however, 
such proceeds are held by the insurer under 
an agreement to pay interest the 
interest payments must be included in gross 
income.’ ” * 


thereon, 


It is doubtful that the Commissioner 
wished to go further than the Tax Court 
had in the Heyser case, but the administra- 
tive history of his regulations seems ambig- 
uous enough to create the impression. 

With respect to the Heyser decision itself, 
one wonders how the Tax Court so facilely 
determined that part the $1,200 in- 
stallment, received in the year 1940, con- 
tained excess interest. Is this amount not 
analogous to an annuity payment which 
theoretically, and Congress deter- 
mined in Section 22(b)(2), actually includes 
a return of both principal and interest? If 
there is an interest element in the $1,200 
annual increment, would it be logical to say 
that this “guaranteed” interest had become 
intermingled in the trust fund? Or, to 
view the Tax Court’s decision in another 
light, suppose the beneficiary had actually 
exercised her right to invade corpus to the 
full extent thereof. Could it then be said 
that her right to the excess interest was 
“purely contingent upon , her survival’? 
What happens when the beneficiary has re- 
ceived annual installments totalling the face 
amount of the proceeds plus the guaranteed 
(3 per cent) interest rate thereon? Are all 
future payments fully taxable? The most 
that can be said for the Heyser case is that 
it leaves open and unanswered a variety of 
questions. Insofar excess interest is 
otherwise held taxable, Heyser provides a 
rather simple tax avoidance device in this 
area. 


no of 


as has 


as 


* Dated April 29, 1949. 
% McDonald, ‘‘Income Taxation 
Payments Under Insurance Contracts,” 


of Option 


Pro- 


“Excess Interest” on Life Insurance Proceeds 


The cases which have held excess interest 
tax exempt leave much to be desired in the 
way of authority for arguing the proposition 
that excess interest should be fully exciuded 
from income. It would take more 
than these few cases, clearly puzzling, to 
cause the courts or the Commissioner to 
change Winslow and Pierce the excess 
interest issue. 


gross 


on 


Conclusions and Proposals 


Since Congress has seen fit to exempt a 
great deal of otherwise taxable income 
from income tax by balancing the need for 
revenue against the highly desirable social 
policy of protecting life insurance bene- 
ficiaries, there would seem to be no sound 
reason why this exemption should not in- 
clude interest. “Amounts received 
under a life insurance contract” means, in 
the first instance, al] amounts so received. 
No logical basis can be found, either in the 
legislative history of Section 22(b)(1) or 
in the opinions dealing with its application, 
for the highly artificial distinction between 
exclusion of the basic installments from 
taxation and inclusion of excess interest in 
gross income. 


excess 


It is very doubtful that the Tax Court or 
the courts of appeals which have dealt with 
the question will fit to re-examine 
Winslow v. Commissioner in order to make 
it conform to the conclusions reached herein. 
The solution should come from Congress. 
Of our that Con- 
gress never made any distinction -between 
excess interest and basic installments, it is 
difficult to see how Congress could change 
Section 22(b)(1) instruct the courts 
precisely. Section 22(b) (1) could be changed, 
in some minor degree (like adding the word 
“all” to precede “Amounts received’) and 
append, in the committee report thereon, a 
specific intention to exempt excess interest. 
A better plan would be an addition of a 
definition “Amounts” to include “Any 
sums received by the beneficiary of a life 


see 


course, since thesis is 


to 


of 


instrance contract paid by reason of the 
death of the insured; including lump-sum 
payments of the proceeds, payments thereof 


in installments, and excess interest, surplus 





earnings interest, or dividends received in 
addition to these other sums.” 
result would be reached 
exemption of life insurance proceeds. 


[The End] 


ceedings of New York University Eighth Annual 
Institute on Federal Taxation (1949), pp. 1204- 
1205 (note). 


In this way, 


a logical in the 
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The problem of maintaining the living standards of the occupation- 


ally disabled and their families at a level to support health, 


security and well-being, emphasizes the Nation’s need to make 


A Policy Decision for Workme 


This article is reprinted from the Oc- 
tober, 1953 issue of the Industrial and 
Mr. Pollack 
is a consultant, Social Security Depart- 
ment, UAW-CIO, Detroit, Michigan. 


Labor Relations Review. 


seas years ago “an almost complete 
- breakdown”? in the laws governing the 
liability of employers for occupational in- 
juries to their employees brought work- 
men’s compensation to America. Today 
another serious breakdown in compensation 
law is in the making. The condition of the 
Nation’s workmen’s compensation laws, the 
causes contributing to their decline, and 
the possible paths to reform urgently need 
review and re-evaluation. 


The standing evaluation of workmen’s 
compensation is for the most part a legend 
based on its early hopes, written by men 
imbued with its high purpose, who may 
have recognized the deficiencies but took 
further progress for granted. They quite 
properly saw workmen’s compensation as 
one of the great advances in workers’ se- 
curity. Throughout history, little heed had 
been paid to the rights of the servant in- 
jured in the employ of the master. The 
common law had contributed the equitable 


principle that the master should be liabk 
for damages caused by his negligence, bug 
nineteenth-century England and 
allowed the employer special defenses t@ 
protect him against this liability; employe 
and employee were cast in adversary role 
in an unequal contest; and nothing at al 
was prescribed for injuries that could n 
Workmen’‘ 
compensation promised instead an assure 
benefit, regardless of fault, for every worke 
injured as a result of employment—medica 
care to restore him to health and cash bene 
fits to replace a major part of his los 
wages. In addition, its social insurance 
principles, uniformity of treatment an 
promptness of payment were indisputabl} 
major gains bound to inspire approval. 


be blamed on the employer. 


The new remedy, however, was conceives 


at a time when American industry wa 
young, when the capacity of the economg 
to support an adequate remedy for worl 
injuries was presumably not yet demon 
strated, when social legislation was stil 
in its infancy and when the status of th 
industrial worker left much to be desired§ 
The laws born under these circumstance 
had acknowledged congenital defects: Th 
early benefits were very modest; seriou 
restrictions were placed on allowances fo 
long-term disability and death; the cover 
age provisions suffered from an early reversa 
from which they have never recovered;’ ant 





1This is the judgment of Walter F. Dodd, 
who ascribed the breakdown of common law 
compensation to its unsuitability for large-scale 
enterprise. Administration of Workmen’s Com- 
pensation, p. 2. 

2In the Ives v. South Buffalo Railroad Com- 
pany, 201 N. Y. 271, 94 N. E. 431, which declared 
the New York workmen’s compensation law of 
1910, unconstitutional. It was held that re 
quiring employers to contribute for insurance 
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against occupational injuries, regardless oj 
fault, took property without due process of law 
Long after this decision the proponents of work 
men’s compensation remained gun-shy. Al 
though this decision has been challenged by 
eminent jurists and superseded by subsequen 
legislation, most workmen’s compensation law 
were made elective and to this day are no 
binding on many employers. 
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By JEROME POLLACK 


the usual plan of administration was not 
equal to the tasks posed by the legislation. 

Generally it was assumed that these de- 
fects would “doubtless be eliminated.” * In- 
stead, expected reforms have largely failed 
to materialize, and improvement has been 
far outweighed by retrogression. The basic 
issues which were left unsolved are largely 
unsolved today. Although sweeping changes 
in the economy have necessitated frequent 
benefit adjustments, insufficient provision 
was made for periodic review and adjust- 
ment, and benefits have been reduced below 
the originally intended levels. The im- 
and innovations that should 
have come with the times have been stifled 
by an overzealous campaign to contain cost. 
The social policy toward work injuries has 
changed, transforming the nature of com- 
pensation from an insured right to a quasi- 
relief benefit. Hindsight suggests that too 
many basic matters were left unsettled, but 
on the whole, the original legislation merits 
a favorable appraisal. The arrested develop- 
ment and retrogression, on the other hand, 
are matters of grave concern. 


provements 


Decline in Compensation 
The thorough evaluation of the 
‘ A a : 
adequacy of workmen’s compensation in 
recent years is in the treatise by Arthur H. 


most 


Reede. Mr. Reede concluded his analysis 
of benefits occurring about 1940, with the 
plaintive observation: 

“It is difficult to believe that advocates 
of workmen’s compensation intended work- 
ers to absorb more than half of the wage 
loss due to industrial injuries. Yet that is 
what they do at present in every state in 
the United States. Compensation benefits 
are clearly inadequate.” * 

Since 1940, benefits have become even 
less adequate. How far the level of pro- 
tection Has fallen is illustrated in the dis- 
closure by the State of Illinois in its Annual 
Report on Industrial Accidents for 1951: 

“Only 13% of the estimated 
gross wage loss in the cases closed during 
1951 was compensated. In other words, 
about 87% of the wage loss of compensated 
cases was borne by the injured workers.” ® 

A review of the situation in other states 
suggests that if only 13 per cent of the 
losses compensated in Illinois, there 
is hardly a state whose compensation ex- 
one third of lost wages. Beyond 
any question as to methodology or minor 
variations in results, a critical inadequacy 
would be demonstrated even if the prevail- 
ing percentage of compensated losses were 
several times that reported by Illinois. 


are 


ceeds 


The steepest decline in the relative value 
of workmen’s compensation has occurred 
in a period when every conceivable factor 
favored and justified improvement. Be- 
tween 1940 and 1951,° the gross national 
product, disposable personal income, cor- 
porate profits ard virtually all relevant 
economic indices reached absolute levels 
that demonstrated beyond question an 
economic capacity to support adequate 
compensation for industrial casualties, if 
there ever was a valid doubt on this score.’ 
Unparalleled was made in the 
remuneration, status and security of work- 
ers. Average weekly wages of production 
workers rose from $25.20 to $64.88. Even 
greater gains were made in hitherto neglected 
areas of insecurity. Employer contribu- 
tions for old-age and survivors insurance 
increased fivefold—$329 million to $1,617, 


progress 





'See J. E. Rhodes, Workmen’s Compensation 
(New York, 1917), p. 147. 

* Adequacy of Workmen’s Compensation, p. 
225. 5 

> Page 11. See also Illinois Labor Bulletin 
(November-December 1952); and for a more 
detailed analysis of the Illinois law over several 
years, Katz and Wirpel, ‘‘Workmen’s Compen- 
sation 1910-1952: Are Present Benefits Ade- 
quate?” The Insurance Law Journal, March, 
1953, at p. 164. 

®° The most recent year as of which a com- 
parison of all items could be made. 
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Workmen’s Compensation 


7 


Per Cent 
Item 1940 1951 Increase 
Gross national prod- 
uct (billions) $ 
Disposable personal 
income (billions) 
Corporate profits be- 
fore taxes (mil- 


lions) 


Corporate profits af- 
ter taxes (millions) 


101.4 $ 329.2 225 


7 


5.7 225.0 197 


42,874 360 


18,661 189 
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000,000. Pension and health funds received 
the most pronounced increase in employer 
contributions—from $237 million to’ $3,348, 
000,000. 

A vast increase was also needed in work- 
men’s compensation to keep pace with wages 
and living costs and to correct the long- 
standing deficiencies. Instead, the total in- 
crease in workmen’s compensation pay- 
ments in the United States, from $256 
million to $707 million, was only half the 
average rate of increase in employer con- 
tributions to all other social insurance and 
related programs in the same period.’ 

In relation to the covered payrolls, work- 
men’s compensation payments actually de- 
clined from 0.72 to 0.56 per cent.” Only 
in part was this attributable to gains in 
safety. The frequency rate increased slightly, 
from 15.3 injuries per million man-hours to 
15.5, while the severity rate dropped from 
1.6 to 1.3 per cent. The gain in safety 
could more properly have been applied to 
adjust the substandard benefits instead of 
to reduce the premiums to employers.” 
Instead it was hardly shared with em- 
ployees. Even after taking into account 
all increases in benefits, the average level 
of wotkmen’s compensation insurance pre- 
mium rates decreased by 24.2 per cent.” 
For the most part, the decline in compensa- 
tion payments was caused by the failure of 
the legislation to adjust benefits propor- 
tionately to the increase in wages and 
payrolls. 

In sharp contrast to the growth and 
expanding horizons of security against the 
common hazards of life, the segment of 
workers’ security dealing with occupational 


The most common maximum weekly 
benefit, operative in 11 states, is $25 
The median is $30, says the author, 


hazards has remained unduly rigid, restric 
tive and unresponsive. In a single collec 
tive bargaining negotiation, employers hay 
often agreed to contribute to welfare plan 
several times the amount needed to pay 
for adequate workmen’s compensation. In, 
deed, in terms of wages, the present com! 
pensation payments of 0.56 per cent ¢ 
payrolls are worth only one cent per hour 
while employers are now contributing o 


the average of over 13 cents per hour tq 


other social insurance and welfare pro: 
grams." While compensation laws _ have 
continued to restrict medical care to work 
ers injured on the job, employers 
begun to provide hospital and medical car¢ 


through negotiated welfare plans, covering§ 


not only nonoccupational conditions but 
extending protection to workers’ families 


There is the common anomaly today thaif 


nonoccupational disability benefits often 
exceed those for occupational disability. A 
narrowly conceived policy of containment 
has won too complete a victory in the field 
of workmen’s compensation. Its effect on 
the benefits to injured workers has beet 
tragic. 


Benefits 


General Levels.—Benefit levels can mostf 


easily be traced with respect to temporary 





’ Workmen’s compensation benefit levels still 
exceed old-age and survivors and unemployment 
insurance benefits. In a proper historical con- 
text, the comparison is nevertheless to the dis- 
credit of workmen’s compensation. The other 
social insurance programs are a quarter of a 
century younger. They are new expansions of 
workers’ security; it is regrettable that they 
have not progressed even further, but they have 
expanded faster than workmen's compensation. 
Moreover, workmen’s compensation is a substi- 
tution for the pre-existing employers’ liability 
under the common law to restore 100 per cent 
of wage losses and other elements of loss if 
the employer was negligent. If its benefits 
should become no greater than other social 
insurance, it would lose most of its justification 
for continuation as a separate entity. 

®*Employer contributions to all other social 
insurance and employee benefit programs in- 
creased by 336 per cent; from $1,544,000,000 in 
1946 to $6,729,000,000 in 1951. The correspond- 
ing increase in workmen’s compensation pay- 
ments was only 176 per cent. 

10 The covered payroll increased by 255 to 267 
per cent, from $34.7 to $35.8 billion to $127.2 
billion 
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11 ‘Until the compensation scale has been ad- 


justed to the level of maintenance, 
Dawson has urged, “‘there should be a complete 
moratorium on general reductions in the insur- 
ance premium rates. During the last fifteen 
years, rate reductions have far outrun benefit 
increases. This is the reverse of the clearly 
indicated action, because the rate redundancy in 
the main was caused by premium collections 
upon higher wages and larger aggregate pay- 
rolls, while compensation payments’ went 
through the bottleneck of the inelastic weekly 
maximum restriction upon the amount payable. 
The fat on the premium rates should have gone 
into benefit adjustments.’’ Dawson, ‘‘Present 
Conditions of Workmen’s Compensation Laws 
and. Possible Changes,” Workmen’s Compensa 
tion Problems (United States Department of 
Labor, Bureau of Labor Standards, Bulletin 
142, 1951). 

2 According to the National Council on Com 
pensation Insurance. 

18 Chamber of Commerce of the United States, 
Fringe Benefits, 1951 (1952). 
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total disabilities, which involve inability to 
work for a determinate period and are not 
complicated by permanent impairments. 


The original intent of the laws is un- 
mistakable. It was to replace half or more 
of lost wages. Not one of the 32 states 
which had enacted compensation laws by 
the end of 1916, set benefits at less than 
50 per cent. Although benefits were limited 
by maximum weekly amounts, these maxi- 
mums did not interfere with the protection 
for most workmen. In 1916, the average 
weekly earnings of production workers in 
all manufacturing in the United States were 
$12.77. A law that intended to repay half 
of ‘the lost wages could understandably 
have set a weekly maximum of $10 without 
appreciably affecting the benefit level.” 
Eight states had set higher maximums, 
ranging from $11 to $20.83.% Even the 
$8 limit in effect in Colorado and West 
Virginia was substantially above 50 per 
cent of average wages. 

Today,” benefits have been transformed 
from a percentage of wages into flat amounts 
at relief, and sometimes to even 
levels. In many states, there has been a 
token increase in the stated percentages to 
66%, and in one case to 80 per cent, but 
the portion of wages actually restored has 
declined. The attrition in benefits has been 
accomplished by repeatedly freezing the 
weekly maximums at low levels. 

The most common maximum weekly 
benefit, operative in 11 states, is exactly $25. 
In four states the maximum is even less. 


lowe1 


} The median is $30, effective in nine states. 


Only two states pay benefits, including 
allowances for a family of four, of $40 or 
more. 

Compensation is usually not paid on 
earnings in excess of $45 per week. Recent 
reports from California and Pennsylvania 
show that three fourths and four fifths, 
respectively, of the injured employees re- 
ceive less than the avowed benefit level as 
a result of the weekly maximum. Obvi- 


ously, with nation-wide average weekly 
earnings of production workers of $72.36," 
the great majority cannot receive as much 
as half of their wages when injured. 


There is a profound difference between 
a system of compensation which, as a 
matter of public policy, sets a reasonable 
percentage of wages to be the benefit for 
work injuries and one in which flat amounts 
are set by legislative fiat. In the latter 
case, a quasi-relief program results, ;in 
which the known circumstances of injury 
replace the means test as the criterion of 
eligibility. Legislatures are notably less 
attuned to proper relief practice than the 
regular relief agencies and have often set 
benefits below relief levels. In 1940, Marshall 
Dawson reported that, “in many cases the 
benefits obtainable have been too low for 
subsistence, and the injured worker has at 
times become dependent upon private 
charity or public relief. The incalculable 
aid furnished by the compensation system 
cannot hide the fact that in a number of 
States many injured workers would starve 
if society left them to depend entirely upon 
the compensation they receive.” * 


Recent. studies by the Pennsylvania De- 
partment of Public Assistance revealed that 
the maximum workmen’s compensation bene- 
fits of $130 monthly were $16.40 below 
the maximum assistance allowance for 
families of four. The monthly deficiency 
was $38 for families of five and $58 for 
families of six.” At the same time, the 
maximum assistance allowances were ac- 
knowledged as failing to meet “a minimum 
standard consistent with health and decency!” 
Pennsylvania is no exception. The Bureau 
of National Affairs reported for the United 
States in December, 1952, that an adequate 
but modest budget for city workers’ famil- 
required $356.67 per 


ies of four 


month.” 


persons 


and Permanent Disabilities.— 
has been made least ade- 


Severe 
Compensation 





“This was the situation in Connecticut, 
Iowa, Louisiana, Maine, Michigan, Montana, 
Nebraska, New Hampshire, New Jersey, Okla- 
homa, Pennsylvania and Rhode Island. 

% The maximum was $11 in Minnesota; $12 in 
Illinois, Maryland, and Vermont; $13.85 in Ne- 
vada; $15 in Kansas; $20 in New York; and 
$20.83 in California. 

1% Unless otherwise indicated all references to 
current compensation laws are as of January 1, 
1953, and all benefits include allowances where 
payable for a family group consisting of a 
worker, his wife and two minor children. 
Enumerations of compensation laws are con- 
fined to the 48 states and the District of Colum- 
bia. The omission of the federal compensation 
laws covering United States civil employees, 


Workmen’s Compensation 


longshoremen and harbor workers, eliminates 
some superior compensation legislation; it was 
done to concentrate on the problem of state 
legislation for employees in general, rather than 
federal legislation covering special groups. 

17 In December, 1952. 

18 Marshall Dawson, Problems of Workmen’s 
Compensation Administration (United States 
Bureau of Labor Statistics, Bulletin 672, 1940, 
D: Ti). 

1” Pennsylvania Department of Public Assist- 
ance, Current Living Costs as Related to Stand- 
ards of Public Assistance in Pennsylvania, as of 
December 1952. 

* Bureau of National Affairs, 
Report (January 23, 1953, p. B-4). 
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quate where need is greatest. The conse- 
quences of permanent and fatal injuries are 
not confined to wages and to the working 
day but affect virtually every activity in 
which the individual and family engage. 
It was perhaps incorrect to have concluded 
that because the pain, suffering, anxiety, 
disruption of home life and the many other 
psychological and social effects of major 
injuries cannot be measured, they need not 
be at least indemnified by some compensa- 
tion beyond wage losses. Yet even within 
the purview of a benefit limited to wage 
loss elements, the performance has been 
unjustifiably restrictive. The Illinois law, 
for example, made its best showing during 
1951 in temporary total disabilities, with a 
restoration of 29 per cent of wages. But 
such disabilities accounted for only 9 per 
cent of the total wage losses. In perma- 
nent partial disabilities, only 13 per cent of 
lost wages were restored; in permanent 
total disabilities, only 11 per cent were re- 
turned; and in fatal injuries, only 6 per cent 
were repaid.” 

An examination of the statutory-benefit 
limitations by extent of disability reveals 
why such small fractions of the losses are 
restored. Not only do the weekly maxi- 
mums reduce the going benefit levels, but 
additional restrictions, limits on the dura- 
tion of benefits, on the total amount pay- 
able, and reductions in benefits, reduce 
compensation to penurious levels that offer 
no real security during the course of pay- 
ment and abandon the family when they 
expire arbitrarily. 

For fatal injuries, only seven states and 
the District of Columbia assure compensa- 
tion to widows for life or until their re- 
marriage and to children until they attain 
majority. In 23 states, the maximum death 
benefit is $10,000 or less; in Maine, Kansas 
and Wyoming it is as little as $6,000. The 
family of’a worker killed at the age of 46, 


the median for Pennsylvania deaths in 1951,_ 


loses 20.7 years of his earnings, accord- 
ing to working-life expectancy tables de- 
veloped for males by the United States 
Department of Labor. In most states the 
maximum compensation is less than three 
years of full-time earnings at present rates, 
probably less than 15 per cent of the wage 
losses. 

For permanent total disabilities, which 
involve a complete loss of earning capacity 
for life, 32 states fail to assure lifetime 


trial Accidents for 1951. 
* This is one of the more extreme examples 
taken from the Analysis of Provisions of Work- 
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Indemnification for permanent partis 


disabilities is limited by scheduk 
that belittle the value of the huma 


body with incredible arbitrariness, 
3 


benefits, by imposing arbitrary dollar ¢ 
duration maximums or both. In 19 state 
benefits are restricted to ten years or les 
Although the wage losses may _ exceé¢ 
$100,000, the maximum compensation 
typically $10,000 or less.  Bemplo 

Indemnification for permanent partial digdetern 
abilities, for the complete or partial logshould 
of arms, legs, hands, feet, fingers, sighgon th 
hearing and other bodily functions ence | 
members, is limited by schedules that baas an 
little the value of the human body witgthe an 
incredible arbitrariness. Typical compensd 
tion for the arm is a mino 
fraction of wages paid for about 200 week 
Loss of a foot usually brings 125 to 15 
weeks of partial compensation; of an ey 
100 weeks; a thumb, 60 weeks; and 
forth. These periods give the illusion « 
much greater protection than is actuall 
provided. Here are some typical example 
of the maximum possible compensation: | 
Michigan the loss of an arm at the shouldé 
is worth no more than 1.8 years of full-tim 
wages at the average present rate of earn 
ings in that state; in New Jersey the los 
of a foot is compensated at no more tha 
1.55 years of full-time wages; and in Pens 
sylvania the loss of an eye is worth at mos 
one year’s wages. In 15 states these allow 
ances are also presumed to compensate f¢ 
the “healing period,” which may actuall 
extend over several years. 
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There is very little consistency in th 
valuation placed on human members bt 
the different states. Maximum compensa 
tion for the loss of a “thumb” in Wisconsi 
exceeds that for an “arm at the shoulder 
in Arizona, Maine, and Wyoming or fo 
the loss of “an entire hand” in 11 additiona 
states.” Even when states of similar aver 
age weekly earnings are compared, for ex 
ample, the 11 states whose average earning 
in December, 1952, were within the $ 
range of $68 to $72.99, the maximut 
possible benefits for loss of an arm varie 
from $5,000 in Texas, including all com 
men’s Compensation Laws with supplements 
through the end of 1952, issued by the Chambej 
of Commerce of the United States. 
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pensation for the healing period to $9,984 
in New York plus the temporary total 
disability benefits. Average weekly wages 
lof production workers in these two states 
were almost idéntical—$70.81 and $70.25. 
Yet, ignoring the different handling of the 
healing period, in one case the arm is worth 
at most 1.4 years of average wages, in the 
ther, 2.7 years. It is difficult to escape 
the conclusion that these and other benefit 
variations are not adjustments to 
conditions, but fundamental differences in 
the liberality of treatment. 


local 


The rigid schedules ignore the effects of 
age and occupation, the nature of subsequent 
employment and other factors relevant to a 
j@determination of the proper amount that 
should be compensated. Their justification 
on the ground of administrdtive conveni- 
ence is questionable. Actually they serve 
as another set of maximums which limit 
the amount of compensation. 


Issue of Feasibility—The unduly low 
levels of protection and the many benefit 
maximums, restrictions and expirations re- 
veal another basic cause for the decline of 
compensation—a challenge as to the feasi- 
bility of adequate compensation as an in- 
sured right. The treatment in these cases 
is not fully explained by the campaign to 
control costs, nor is the bar to lifetime 
benefits explained by actuarial considera- 
tions, on the contrary, if there is one con- 
tingency well known to the actuary, it is 
the expectation of life. The widespread 
failure to provide adequate benefits co- 
extensive with disability or dependency is 
at least in part due to a question that has 
arisen as to the feasibility of providing 
assured and generous compensation. 


Although this issue is rarely articulated 
openly, it apparently has had an important 
behind-the-scenes effect in restricting com- 
pensation to relief levels. It has been 
widely assumed, for example, that an as- 
sured and adequate remedy would remove 
the incentive to recovery and rehabilitation, 
if it did not result in outright malingering. 
It has been held: that workers should bear 
a substantial part of the losses so that they 
will not become indifferent to the 
quences of carelessness; that workers might 
conceivably inflict injury on themselves if 
the benefits become generous; and so forth. 
It is perhaps futile to observe that such 
views represent a reversal of the original 
premises of workmen’s compensation. The 


conse- 


process by which many platitudes have 
been gradually: elevated to the status wf 
social policy without any real attempt at 
verification is alarming, especially in view 
of the evident fact that the moral hazard 
in workmen’s compensation is, on the 
whole, negligible and administratively con- 
trollable. The practice has been to discount 
benefits in advance any possible 
measure of actual delinquency on the part 
of the workman, an almost unbelievable 
abdication of society’s responsibility to pro- 
vide for the workers who have lost their 
limbs in producing its goods and services. 


beyond 


Occupational Disease, Medical Care and 
Rehabilitation—Five states do not cover 
occupational diseases at all and one state 
covers only silicosis. Seventeen states cover 
only lists of specified although 
such lists are generally out of date, or 
arbitrarily refuse to recognize diseases which 
arise out of employment. Yesterday’s list 
of known occupational diseases, even if 
complete, is not a good guide to today’s 
incidence. To set up incomplete lists and 
to limit compensation only to the listed 
diseases is illogical and indefensible. Thus, 
in an age symbolized by atomic exploration 
and characterized by the vast development 
of new processes and substances, the cover- 
age of occupational disease remains reluctant 
and limited. The principle that a job- 
incurred disease has equal claim to com- 
pensation with any other occupational injury 
continues to be ignored. 


diseases, 


As many as 17 states restrict medical 
care as to cost, duration or both. Out of 
considerations of humanity and sound policy, 
some employers and insurance companies 
ignore the limits on medical and hospital 
care voted by the state legislatures, but this 
reflects all the more sharply on the condi- 
tion of the laws. 

The greatest single advance in the con- 
cept of workmen’s compensation has been 
the introduction of rehabilitation, but only 
a few states have shown tangible evidence 
of realizing its far-reaching importance. 
More than 30 states have thus far failed 
to make vocational rehabilitation an in- 
tegral part ot workmen’s compensation. 


Coverage 


Estimates of the number of workers cov- 
ered by workmen’s compensation laws in 
America vary from 35 to 45 million.” That 





*s Work cited “at footnote 22, at p. 5 for 45- 
million estimate; the 35-million estimate appears 
in Building America’s Health, The President’s 


Workmen’s Compensation 


Commission on the Health Needs of the Nation, 
Vol. 4, p. 209. 
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a discrepancy of almost 29 per cent should 
ext in so fundamental a matter as data 
on coverage shatters any illusions of a well- 
charted program. Twenty-six compensation 
laws are elective, permitting employers to 
choose whether to rego under the terms 
of the law or reject it and forego some 
of the common law defenses if taken to 
court. In many states, coverage is,manda- 
tory only for employments classified as 
“hazardous.” Those occupations presumed 
to be nonhazardous are not only exempted 
from the provisions of the laws; often they 
are not even required to report their in- 
juries. Thus the very information needed 
to verify whether their exclusion was proper 
in the first place is lost. Agricultural and 
domestic workers and employees in small 
establishments remain excluded. Railroad 
and maritime workers, despite unsatisfac- 
tory tort liability legislation, are unrespon- 
sive to workmen’s compensation because of 
the present state of the laws, an effective 
reminder that although a labor-force ap- 
proach to coverage is needed, to bring it 
about would probably necessitate a broad 
reform of the program as a whole. 


Administration 
As a substitute for the common law 
contest between employer and employee 


to settle each injury claim, workmen’s com- 
pensation interposed a detailed code of 
principles and conditions to govern the 
settlements. It was equally necessary to 
provide for the proper enforcement of this 
code. An independent governmental agency 
was needed to receive reports of injury, to 
adjudicate the entitlement to and amount 
of benefits, to pay the benefits and to trans- 
late experience with injury into valid 
safety measures. The issue of proper ad- 
ministration however, largely evaded. 
The functions and powers of the admin- 
istering agencies, on the whole, were mini- 
mized. Reporting of injuries is to this 
day incomplete, for both claims administra- 
tion and safety purposes. More important, 
in only ten jurisdictions are benefits initially 
adjudicated by the administering agency 
or court. In the remaining 39 states, claims 
are settled mainly by agreement between 


was, 


**For an annual summary of data on work- 
men’s compensation insurance, providing infor- 
mation on each insurance company and also 
aggregates by type of company, see The Spec- 
tator Insurance Handbook, Fire and Casualty 
volume, and Best’s Insurance Report (Casualty 
and Surety). The performance of state com- 
pensation funds is reported annually in the 
Argus Casualty and Surety Chart. For infor- 
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the parties, a procedure that is often to the 
disadvantage of the claimant. Thirty-two 
states require the agreements to be approved 
by the administering agency or give the 
agency the power to investigate settle- 
ments, but review of the conformity of 
agreements to the terms of the law is often 
perfunctory. The remaining seven states 
limit the agencies’ adjudication to disputed 
cases. The evidence shows that settle- 
ments below the amounts prescribed by 
the laws are a common consequence of the§ 


widespread failure to invest the state age 
| 






cies with adequate enforcement powers. 


With the limitation or shrinkage of gov 
ernmental supervision, the procedure has 
become increasingly litigious, reviving the 
adversary roles of employer and employee, 
without the compensating advantages of 
court litigation for damages. Employees 
are increasingly resorting to attorney repre- 
sentation, a need that was supposed to have 
been eliminated under workmen’s compen- 
sation. Legal fees are further reducing 
the inadequate benefits, and claimant attor- 
neys are clamoring for higher fees; while 
the total costs of litigation and insurance 
are reaching unthinkable proportions, : 

Outside of the few states which require} 
employers to insure their compensation lia- 
bility in state funds, workmen’s compensa- 
tion insurance has been generally left as af 
private matter between the employer andj 
an insurance company of his choice. Most} 
states permit large employers to insure 
themselves. Eighteen states provide for 
insurance from state funds, though theyj 
generally do not require it. As many as 4 
42 workmen’s compensation laws leave the 
entire field to private insurance companiesJ 


It is merely necessary to examine the 
performance of private insurance in_ this 
field to demonstrate the great need for 
reform.* The usual allowance for “over- 
head” in workmen’s compensation premi- 
ums is as much as 40 per cent—two thirds 
of the amount allocated for benefits. Work- 
men’s compensation insurance is actually a 
compulsory form of group insurance, yet 
its administrative cost is typical of individ- 
ual forms of insurance which require sep- 
arate sales, underwriting and administrative 
activities for each insured person. In group 


mation on the manner in which workmen’s 
compensation premiums are set, see George B. 
Elliott, ‘‘The Making of Workmen’s Compensa- 
tion Rates, as Illustrated by the 1951 Pennsyl- 
vania Rate Revisions,’’ 38 Proceedings of the 
Casualty Actuazial Society, Part 1, November 16, 
1951, also Frank Lang, Workmen’s Compensa 
tion Insurance (Chicago, 1947), p. 166. 
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coverages, the total overhead has been re- 
duced markedly in recent years, to about 
15 per cent on the average and to less than 
5 per cent in some large groups; the com- 
missions are relatively moderate and are 
greatly reduced after the first policy year. 
On the other hand, in workmen’s compen- 
sation insurance the stock companies which 
write three fifths of the insurance set aside 
every year as much as 17.5 per cent of 
premiums for commissions and brokerage 
fees alone. This practice has come in for 
censure even within the insurance industry. 

Insurance companies have become one 
of the dominant forces in the field of com- 
pensation. They have warned against ex- 
clusive state funds, citing the dangers and 
inefficiencies of government “monopoly.” 
But as long as the stock companies con- 
tinue to operate at an overhead of 37.3 
per cent—the actual figure for 195l—and 
mutual companies at 23.4 per cent, while 
exclusive state funds operate on expenses 
of only 3.6 to 12.4 per cent, so long will 
labor unions contrast the generosity and 
leniency toward agents, brokers, officials 
and stockholders of insurance companies 
with the harsh treatment to their injured 
members and call for nonprofit insurance 
by exclusive state funds. 





Possible Reforms 


Pressures to reform or replace workmen’s 
compensation are building up. Significantly, 
every one of the four major avenues of 
possible reform is being urged: (1) to con- 
tinue seeking improvements in the state 
laws; (2) to attempt to win a “new start” 
through federal legislation; (3) to turn to 
the courts for an additional or exclusive 
remedy; and (4) to turn to collective bar- 
gaining for improved compensation. Each 
of these alternatives is employed 
today for one or another segment of workers. 
Each is being evaluated. While it is too 
early to predict which will ultimately pre- 
dominate, it is not begin to 
study the significance of each approach. 


being 


too soon to 


‘ 

Legislation: State and Federal.—The cam- 
paign to win further improvement from the 
states is being waged with the least optimism. 
Labor organizations cannot fail to recog- 
nize that they have not been able thus far 
to obtain satisfactory compensation legisla- 
tion from the states. At best, the process 
has been too slow for those in daily con- 


* The UAW-CIO at its 1953 constitutional 
convention has resolved to ‘‘press for enact- 
ment of a federal workmen’s compensation 
law.’’ However, ‘‘pending the creation of a 





Workmen’s Compensation 


tact with the injured and their families. 
Inadequacies and deficiencies have tended 
to become stabilized and entrenched. Prece- 
dents and pressures for improvement have 
been offset by arguments that the leading 
states have gone too far ahead. The more 
advanced states have been sensitive to per- 
sistent charges that compensation costs will 
drive industry out of the state, ad progress 
toward needed improvements has_ been 
blunted. 


Labor unions have begun to despair of 
adequate reforms at the state level and are 
generally advocating a federal workmen’s 
compensation law. In such a law they see 
hope for a “new start” in this most neg- 
lected field of social security. A federal 
compensation law is supported by the desira- 
bility of a uniform and adequate compensa- 
tion standard for all occupationally disabled 
Americans. Efforts in behalf of such a 
move could be concentrated on one legisla- 
tive body, rather than dissipated over many 
state legislatures. The Congress has already 
adopted the necessary policy principles; it 
has enacted the only really satisfactory 
workmen’s compensation law in the United 
States, covering federal employees and pro- 
viding benefits of 75 per cent of wages 
without the labyrinth of maximums and 
restrictions characteristic of the state laws. 


If the nation is today re-examining the 
respective roles of federal and state govern- 
ment in the field of social security, work- 
men’s compensation should be a prominent 
exhibit. Here is a form of legislation that 
was developed by the states without the 
federal prodding and federal standards which 
have: featured subsequent social security 
programs. In a trend away from central- 
ization, workmen’s compensation sounds a 
sobering note that social programs may 
perhaps require a better balance between 
centralization and decentralization. 


Labor unions are inclined to approach the 
legislative reform of workmen’s compensa- 
tion with a two-front campaign. They per- 
force will continue and will greatly intensify 
the drive for improvement at the state level, 
possibly through federal standards. Organ- 
ized labor also will press for the enactment 
of a suitable federal compensation law and 
will continue to examine the practical pos- 
sibilities of such legislation.” 


Revival of Negligence Litigation W here 
legislative progress appears to be blocked, 


federal system,’’ the union will ‘‘work insist- 
ently for prompt amendment of present 
state laws."’ 
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a dynamic society is likely to turn to its 
courts. The half-century old controversy 
between tort liability and workmen’s com- 
pensation, which never entirely subsided, 
has been reanimated today. A substantial 
contingent of American workers in the rail- 
road, maritime and other uncovered em- 
ployments have continued to come under 
the jurisdiction of more than a store of 
employers’ liability laws and the common 
law. There has always remained a body 
of opinion that a satisfactory plan could be 
evolved within the tort liability framework. 


Supporters of tort liability actions main- 
tain that it was a mistake for employees to 
give up their ancient and well-established 
right to sue the employer for the conse- 
quences of his negligence. In the courts, 
they contend, negligence is being con- 
strued ever more liberally. Juries have 
traditionally tended to find in favor of the 
plaintiffs. The courts have shown every 
inclination to accord more respect to the 
value of human lives and limbs than the 
state legislatures. Damages in liability ac- 
tions are not limited to wage losses, but 
include every element of loss suffered by the 
injured parties. In contrast to the $10,000 
ceilings so common in workmen’s compen- 
sation, judgments of $50,000 or more are 
occasionally won and awards of $200,000 
and even more are not unknown. 


Tort liability laws, however, also have 
serious defects. Large awards are indeed 
won, but only in relatively few cases that 
tend to be well publicized. When all cases 
are studied, it is clear that only a very 
small number of claims actually reach the 
courts, and not all of these win large 
awards. The great majority are settled 
outside of court by individual bargaining 
between the employee and the employer’s 
claim department, an unsupervised contest 
between unequal parties. Most employees 
also receive inadequate amounts, and where 
the sole remedy is negligence litigation, a 
considerable number receive nothing. If 
the employee can not prove the employer 
to have been negligent, no remedy is re- 
quired under the law, regardless of the 
seriousness of his injury and its conse- 
quences; if the employee can be shown to 
have been partly to blame, the award may 
be reduced. 


Tort liability actions are a lottery in 
which injured workers can ill afford to 
engage. A return to such actions, whether 
elective or exclusive, would be an unfor- 
tunate and retrograde step. As an exclu- 
sive remedy, tort liability is unthinkable. 
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Proposals favoring availability of both rem- 
edies would perpetuate the evils under both 
systems. To obtain workmen’s compensa- 
tion (or social insurance) and tort liability 
as concurrent remedies would probably be 
at the expense of the workmen’s compen- 
sation component, which would tend to 
remain at a low level as a “floor of protec- 
tion.” If, as is more likely, the employee 
would have to waive his workmen’s com- 
pensation rights in order to sue, he would 
be exposed to the uncertainties and denials 
which led to the general abandonment of 
tort liability compensation. In either case, 
negligence litigation would not beneft the 
great majority of workers. Its price would 
be the surrender or deferment of hope for 


a valid workmen’s compensation system, 
which holds the only promise of uniform, 
certain and equitable allocation of com- 


pensation to all of the disabled. 


Collective Bargaining.—A collective bar- 
gaining drive would, on the other hand, 
retain the basic principles of workmen’s 
compensation but would seek to fill in the 
gaps. For unions to give very serious 
consideration to this approach is a natural 
outgrowth of the signal effectiveness of 
collective bargaining in recent years in 
advancing other phases of workers’ security. 
Collective bargaining has had a tremendous 
impact on pensions and welfare funds, and 
it is also believed to have helped bring 
about improvements in governmental social 
security programs. Some supplementation 
of workmen’s compensation already exists 
under negotiated employee benefit and pen- 
sion plans. Job-connected deaths are almost 
universally covered. Disability insurance 
plans have also begun to cover occupational 
disabilities. 





A major drive by labor to supplement 
workmen’s compensation would probably 
broaden the scope of supplementation beyond 
the present experimental forms, usually con- 
fined to the first 13 or 26 weeks of disability. 
Unions undoubtedly would seek to supple- 
ment all disabilities, permanent as well as 
temporary, to cover the full duration of 
disability or dependency and to provide full 
coverage of occupational diseases and for 
rehabilitation—in short, to make up for the 
basic deficiencies of the present programs. 







f 
[ 
} 


“era 





Such a drive would have evident limita- J 


tions. Collective bargaining is a very vigor- 
ous force, but its effects would, of course, 
be limited to those plants where negotia- 
tions take place rather than all employ- 
ments. It would not reach some of the 


(Continued on page 50) 
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A Public Relations Problem 


in Automobile Insurance 


By WILLIAM DOYLE 


Mr. Doyle, vice president and special 
counsel for Liberty Mutual Insurance 


Company, Boston, delivered this ad- 
dress on November 28, 1953, at the 
University of Miami School of Law, 


Coral Gables, Florida. 


eo casualty insurance industry is con- 
fronted with problems which daily are 
growing in number and complexities. These 
problems offer a challenging career to quali- 
fied young men and women. 

Here is just one example of a serious 
problem in a field of insurance. 
I use this problem as an example because 
it is of common interest to all of us. 


narrow 


I refer to the tremendous public dissatis- 
faction in connection with automobile acci- 
dent claims. 


During 1952, highway automobile acci- 
dents in this country resulted in 38,000 
deaths, including 14,000 children under 


15 years of age and 1,350,000 injured vic- 
tims. Apart from pain, suffering and grief, 
these accidents resulted in $1.2 billion in 
loss of wages; $100 million for medical and 
hospital expenses. 

Many believe that the problem of auto- 
mobile accidents will become more acute in 
the future when we consider that in 1952 
there were 43,646,343 passenger cars in the 
United States and it is estimated that by 
1963 there will be 55 million. 

The insurance companies from 1946 to 
1951 suffered underwriting losses of more 
than $200 million on automobile insurance 
because rates were inadequate, due primarily 
to inflation. In 1951 alone, the insurance 
companies suffered automobile underwriting 
losses of more than $100 million. 


Public Relations Problem 





In view of the staggering losses suffered 
by the insurance companies, this immediate 
question Why do the companies 
continue to write this unprofitabie class of 
business? First, the companies hope, now 
that inflation appears to be checked, they 
will get adequate rates country-wide. Sec- 
ond, if the companies ceased to write auto- 
mobile insurance, that class of business 
would be taken over by the states. Such 
action could lead to the states taking over 
the other lines of insurance. Third, the 
large underwriting loss is the price the com- 
panies pay to retain the enterprise 
system of insurance. 


arises: 


iree 


Public Dissatisfaction 
with Cost of Insurance 


insurance 
owners in 


automobile 


losses, 


Despite the com- 
panies’ high car many 
sections of the country are dissatisfied with 
the cost of automobile bodily injury insur- 
ance. Yet, during the past 15 years, bodily 
injury rates for private passenger cars have 
risen only about 18% per cent on the average 
for the country as a whole. However, since 
1941 the cost of settling the average bodily 
injury claim has increased more than 82 
per cent. 

Let us briefly analyze this cost. It is not 
commonly known that this increase in the 
cost of settling bodily injury claims is due 
primarily to the following: During the past 
15 years medical care expenses have risen 
69 per cent, hospital charges have gone up 
193 per cent and have more than 
doubled. 


wages 


Public Dissatisfaction 
with Court System 


Some segments of the public state that 
the present court system is archaic and not 
adapted to the handling of automobile 
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claims. They state that the court system 
is a relic of the horse-and-buggy days. 
More and more we hear the question: How 
can a jury determine fault in an automobile 
accident which occurs in less than a second 
and is over in the snap of a finger? 


Another point that irritates the public is 
the jury trial delays. For example, in 
Chicago the delay is 32%4 months; Brook- 
lyn, 53; Milwaukee, 30; and Boston is far 
behind in jury trials. Florida has a good 
record for quick jury trials and the judi- 
ciary and bar are to be congratulated on 
this record. 


Uninsured Motorist 
ls Cause of Public Concern 


There has been a growing public concern 
arising from losses caused by uninsured 
motorists. There has been an increase in 
legislative proposals providing for compul- 
sory automobile insurance, unsatisfied judg- 
ment funds, impoundment of automobiles 
and other plans to handle the losses caused 
by uninsured motorists. 

North Dakota, in 1947, enacted an unsatis- 
fied judgment fund law, and New Jersey 
enacted such a law, effective April 1, 1954. 


What Does Public Attitude Mean? 


We find that bills were filed in the 1953 
legislatures providing for automobile claims 
to be adjudicated by a commission and 
every automobile victim to be paid regard- 
less of fault. We, as lawyers, may say that 
the constitutional objections to such a sys- 
tem are insurmountable. Yet the proponents 
of the commission and payment-regardless- 
of-fault system believe that any constitu- 
tional problem which may arise can be solved. 


FIRE INSURANCE 


“In the early days of fire insurance 
before modern fire-fighting equipment 
was available, it was common practice 
to provide a % loss clause in a fire 
policy. The use of such a clause forced 
the individual to be self-insured for 4 
of the risk, thereby increasing his inter- 
est in keeping available necessary fire- 
fighting equipment and encouraging the 
maximum with respect to fire prevention. 
With the development of fire-fighting 
facilities, the need of a 3% loss clause 
tended to disappear, and the problem 
faced by the carrier became one of de- 
termining proper rate or coverage differ- 


Briefly, here is their case. They state 
that insurance costs to the public would be 
lessened because: 

(1) The investigation of liability would 
be practically eliminated, thus reducing claim 
expenses. 

(2) Settlement payments would be lim- 
ited to a fixed schedule. 

(3) Medical and hospital costs would also 
be limited to a fixed schedule. 

(4) Fees for legal services would be regu- 
lated by a commission. 

They point out also that the commission 
system would eliminate the court trial de- 


lays and other sources of dissatisfaction. 
I need not point out the lawyer’s stake inf 


this situation. 


The proponents also state that the present 


automobile situation closely parallels the 
acute problems under the Employers’ Lia-§ 
prior to the adoption of] 
You will recall® 


bility Act just 
workmen’s compensation. 
that almost overnight the court system was 
replaced by the commission system. Many of 
the complaints which existed then exist now. 


I should like to make it clear that people § 


in the insurance industry do not advocate 
a commission and 
system for the handling of 
claims. We believe, however, that the time 


has come for members of the legal profes- § 
sion, as well as of the insurance industry, J 


to cooperate so that trial delays and other 
known sources ‘of public dissatisfaction 
will be eliminated. Further, we _ believe 


that lawyers for plaintiffs’ and defendants’ § 
insurance companies should do their part 
to make certain that the court system off 


adjudicating ‘automobile claims is as eff- 
cient and equitable as possible. 


entials between the individual who was 
fully protected and the individual who 
carried but partial protection. With this 
objective in nind, the present fire insur- 
ance co-insurance clause was introduced 
—an agreement between a policyholder 
and an insurance company whereby the 
policyholder agrees to maintain insur- 
ance to the extent of at least 80% of the 
value of the property; that failing to do 
so he becomes a ‘co-insurer’ for the 
difference between the amount carried 
and the amount required by the agree- 
ment.’”—S. Gwyn Dulaney, The Travelers 
Insurance Company. 





IL J — January, 1954 





payment-without-fault § 
automobile § 


[The End] § 


2 
exe 
exe 
ma 
the 
hay 
to 

Fr 
bo 
ple 
pu 


see 





state 
d be 


‘ould 
claim 


lim- 


also 


egu- 


ssion 
| de- 
tion, 


ce inf 


sent 
the 
Lia- 
n of 
ecall 
was 
ry of 
now. 


ople § 


cate 
fault 


obile § 


time 


ofes- § 


stry, 
ther 
‘tion 
lieve 


ints’ § 


part 
n of 
effi- 
nd] 


On 


D 




















Deferred-Compensation Plans 


for Executives 


By WILLIAM C. CHILDS 


rN HERE IS NOTHING so valuable to 

business enterprises as really top-flight 
executive management. The judgment they 
exercise and the decisions they make are 
magnified by the numbers and energies of 
the men under them. Boards of directors 
have long recognized that it is a false thrift 
to economize on the salaries of key men. 
From the large numbers of profit-sharing, 
bonus, stock option and other incentive 
plans for executive personnel that have been 
put into effect in recent years, it can be 
seen that shareholders are also going along. 


There is currently very keen competition 
among companies for executive personnel 
who have proven themselves or have shown 
good promise. It is no longer enough 
merely to increase the salary or bonus or 
to write a share of the profits into the 
executive’s contract.’ High income tax rates 
leave him very little of any additional com- 
pensation. At current rates, if he is mar- 
ried and receiving a $100,000 salary, and we 
assume that his outside income wipes out 


This article is reprinted from the De- 
cember, 1953 TaxEs—The | 
Tax Magazine. The author is a member 
of the Chicago law firm of Hopkins, | 
Sutter, Halls, DeW olfe & Owen. 
| 


issue oj 


his exemptions and deductions, at least 77 
per cent of any additional compensation 
goes to the United States Treasury and at 
most only 23 per cent to him. These con- 
ditions result in a great deal of pressure 
being exerted on employers to work out 
new methods of compensating executives 
which will prove attractive tax-wise. 

That the innovations which have resulted 
have been inspired in large part by confis- 
catory tax rates need not necessarily mean 
that they are “gimmicks” ’ without other 
motivations or consequences of substance. 
Necessity can mother inventions of value 
in the personnel and tax fields, just as she 
can in science. * 





1 At this point, perhaps, we should note that 
Code Sec. 117(p) was added by Sec. 329 of the 
Revenue Act of 1951 in order to relieve some 
results which the Senate Finance Committee 
thought were ‘‘unduly harsh.’’ It appears to 
have been added for the benefit of one person, 
but, now that it is part of the law, perhaps 
others may find occasion to use it. Sec. 117(p) 
provides: 

“Amounts received from the assignment or 
release by an employee, after more than twenty 
years’ employment, of all his rights to receive, 
after termination of his employment and for a 
period of not less than five years (or for a 
period ending with his death), a percentage 
of future profits or receipts of his employer 
shall be considered an amount received from 
the sale or exchange of a capital asset held 
for more than six months, if such rights were 
‘neluded in the terms of the employment of 
such employee for not less than twelve years, 
aid if the total of the amounts received for 
sich assignment or release are [is] received 
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in one taxable year and after the termination 
of such employment.”’ 

An employee who has more than 12 years to 
go before retirement and who has served his 
employer at least eight years can look forward 
to making use of this section of the Code, if he 
enters into a contract now which will entitle 
him to receive a percentage of his employer’s 
profits for at least a five-year period after the 
termination of his employment. 

* See Time magazine, August 24, 1953, at p. 74, 
‘*Executive Pay, The Great Game of Gimmicks.”’ 

3 Spreading the receipts of the fruits of labor 
is not always looked upon as a tax ‘‘gimmick.”’ 
On the personnel side, it is to be noted that 
many pension and retirement plans antedate the 
income tax laws. Furthermore, in the Code, 
see, for example, Sec. 107 for spreading present 
receipts back over the years when the work 
was done, and Sec. 122 covering the net oper- 
ating loss carry-over deductions which have 
a similar effect; and see, also, Regs. 118, Sec. 
39.23(a)-9, relating to deductions for pensions. 
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One of the developments which this pres- 
sure has brought is the deferred-compensa- 
tion plan. What the employee would like 
under such a plan is a present certainty 
that he or his beneficiary will receive the 
compensation so deferred but that it will 
not be taxable until received after retire- 
ment, disability or death, when the need is 
greatest and the tax burden would be the 
least. On the other hand, what the em- 
ployer would like is the assurance that he 
would have the services of the executive 
for as long as he wishes and an immediate 
tax deduction for the present accrual of 
the liability to pay, or provide for payment, 
at a future date. 


Such a composite result is attainable at 
present, but only through the medium of a 
plan qualified under Section 165 (a) of the 
Internal Revenue Code. It is often said 
that the requirements of that section are 
so restricting that it does not offer a solution to 
the problem of dealing with the key execu- 
tive. That conclusion deserves examination. 


‘ 


Qualified Plan 


Section 165 (a) requires that the plan 
shall not discriminate in favor of persons 
such as our executive, either in the coverage 
of employees* or in the contributions or 
benefits provided for participants.© Such a 
plan is also quite inflexible; it must be per- 
manent;® it may not cover the key man if 
he is being hired for a short period;* and 
being spread over a broad base, it can be 
costly to the employer.’ These are the re- 
quirements which are generally considered 
to render qualified plans unacceptable as a 
solution of the key executive’s problem. 












With regard to the nondiscrimination™ fund 
feature, it is also provided in the law that self 
no plan shall be deemed discriminatory as func 
to coverage if it is limited to salaried™ fits 
employees or as to contributions or bene-§ part 
fits if they bear a uniform relationship tof they 
the total compensation of the-employees'§ not 
Employers who do not have qualified plans It 
in effect should make certain that such a ten 
plan could not solve their executive prob® q 
lems also. This is particularly true if the i ; 
employer is a small corporation and if it} em 
has shareholder executives.” Ho’ 

Here is what it can mean to the execu-§ dra 
tive to be a participant in a qualified plan.” l 
Under a pension: planj he could receive a. 
pension after retirement of 40 per cent off ort 
his average salary rate for the five or ten * J 
years preceding retirement. For our execu-§ _ 
tive whose salary is $100,000, this could =. 

ee 


mean a pension of $40,000 per year. & 
Under a profit-sharing plan, $15,000” f 
year during his participation could be put in 
the trust, under the plan, for him and earnings 
would accumulate tax-free on his pro-rata 
share of the fund all the time it is so held.” 
Under either of these two plans, at the} 
time of his separation from the service of 
the employer, he could, if the plain allowedf 
it, take down his interest in the plan in a 
lump sum at long-term capital gain rates.” 
Under certain circumstances, if he was dis-§ 












4 Code Sec. 165(a) (3). 

® Code Sec. 165(a) (4). 

® Regs. 118, Sec. 39.165-1(a)(3) and Rev. Rul. 
33 (Pt. 2(e)), 1953-6 IRB 47 and citations there- 
in; but the plan can be discontinued for business 
necessity. 

™ Most plans require some service period for 
eligibility and vesting. 

® By Rev. Rul. 185, 1953-19 IRB 7, issued 
September 9, 1953, pension plans with benefit 
formulas, which fluctuate with the market value 
of trust assets or a recognized cost-of-living 
index, may be qualified under Code Sec. 165(a). 

® Code Sec. 165(a) (5). 

1 Qualified plans have been observed which 
are for salaried persons in small companies 
which achieve highly beneficial results for the 
company executives. While the old 30 per cent 
rule, set up by I. T. 3674, 1944 CB 536, was 
later revoked by I. T. 4020, 1950-2 CB 61, as a 
result of Volckening, Inc., CCH Dec. 17,277, 13 
TC 723 (1949) (Acq. 1950-1 CB 5), it is still 
often used as a rule of thumb which evokes 
further questions, if violated. Of course, it 
must not amount to a subterfuge for the dis- 
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tributed securities of his employer, he could# ° 
have the added tax break of not having tog ™ 
report, until he sold the securities, any 2" 
appreciation in the value of such securities§ ~, 
which may have occurred between the time Pt. 
the trust acquired them and the time he prc 
disposed of them.” It is even a possibility 9 = 
that he could direct the investment of the Z 
—E of 
tribution of profits to shareholders (Regs. 118, § tio 
Sec. 39.165-1(a)). A plan which is ruled quali- sto 
fied is a bird in the hand whereas a contract Se 
between a large stockholder and his company is 1 
always suspected as being illusory since it is fo, 
not actualiy an arm’s-length transaction. an 
1 Assuming provisions which are not at pres-§ be 
ent out of line. 16, 
1% Fifteen per cent of his total compensation. v. 
(Code Sec. 23(p) (1).) (D 
13 Code Sec. 165(a). 
14 Code Sec. 165(b), subject, however, in the C¢ 
ease of a pension plan to the limitations of 11 
Mim. 5717, 1944 CB 321. Sometimes it is as-§ af 
serted that pension-plan payments are not 15 
properly made in a lump sum at retirement, 
but there is nothing in the law or regulations 
to indicate that lump-sum payments under pen- ef 
sion and profit-sharing plans should be treated be 
differently and Regs. 118, Sec. 39.165-1(a)(2) 
specifically recognizes that pension benefits may 
be paid ‘‘upon retirement or over a period of at 
years after retirement. ...’’ M 
1% Code Sec. 165(b). ¥ 
D 
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funds held for him in the trust, and him- 
self create the enterprise in which such 
funds are invested.” Of course, such bene- 
fits must be even-handedly held out to all 
participants in such plans, but, by and large, 
they are not of interest to those who do 
not have tax problems. 


It appears clear that the value of any 
death benefits which may be granted under 
a qualified pension or profit-sharing plan 
is includible in the estate of the decedent 
employee for federal estate tax purposes.” 
However, some of the sting of that is with- 
drawn since the Revenue Act of 1951. 


Under the new Section 22 (b) (2) (C)* 
of the Code, the surviving beneficiary under 
a joint-and-survivor annuity may recover 
tax-free the fair market value of the annuity 
at the date it was acquired from the dece- 
dent, if the value of any part of such 
annuity was includible in the gross estate 
of the decedent. In effect, what this new 
section has done is to treat the transfer 
more as a gift of property than as a gift 
of a right to receive income.” Before this 
new provision, the surviving beneficiary un- 
der a joint-and-survivor annuity was able 
to recover tax-free only that portion of the 
decedent’s contributions that he, (the dece- 
dent) had not already recovered himself. 


In addition to the foregoing advantages 
of a qualified plan, which are of special 
interest to an executive employee, there is 
another recent development. Section 22 (b) 


(1) (B)”*” was also added by the Revenue 
Act of 1951. Under that section and the 
regulations relating to it,” the first $5,000 
paid to a death beneficiary out of a qualified 
trust is not includible in the beneficiary’s 
gross income. 


The foregoing discussion concerning quali- 
fied plans should at least cause employers 
to pause before putting ceilings on the top 
benefits available under their plans and, also, 
should cause the executives themselves, in 
entering into individual deferred-compensa- 
tion contracts, to hesitate before cutting 
themselves out of benefits under existing 
or future qualified plans. 


Deferred-Compensation Plan 
for the Individual 


Assuming that a qualified plan will not 
solve the problem or requires supplement- 
ing in order to do so, what are the possi- 
bilities of deferring compensation by means 
of an individual arrangement? 


In an area such as this, where there is 
relatively little statutory or case law to use 
as a guide, and some of that is conflicting, 
there has been a large volume of articles 
and texts published on the subject.” It is 
the purpose of this article to give a review 
of the various factors which should be con- 
sidered in arriving at a satisfactory and 
effective arrangement between the executive 
and his employer. 





1% Rev. Rul. 33, 1953-6 IRB 47, at par. (q), 
Pt. 5, indicates that all participants may be 
properly given the right to direct the trustee 
as to investments of their respective interests. 
The only limitation on investments under the 
tax law (under local trust law or the provisions 
of the instrument, there may be other limita- 
tions) related to acquisitions by the trust of 
stock or securities of the employer. (Regs. 118, 
Sec. 165-1(a)(6) and PS 49, dated June 16, 1945.) 

17On the grounds that the employee has paid 
for the benefits with his services and there is 
an enforceable right in the third-party death 
beneficiary. Estate of Leoni, CCH Dec. 
16,657(M), 7 TCM 759 (1948), but see Hanner 
v. Glenn, 53-1 ustc § 10,892, 111 F. Supp. 52 
(DC Ky.), for arguments to the contrary. 

18 Sec. 303 of the Revenue Act of 1951 added 
Code Sec. 22(b)(2)(C) and amended Code Sec. 
113(a) (5), effective for taxable years ending 
after December 31, 1950. See, also, Rev. Rul. 
158, 1953-17 IRB 18. 

1” Code Sec. 22(b) (3). 

2 Sec. 302(a) of the Revenue Act of 1951, 
effective for taxable years ending after Decem- 
ber 31, 1950. 

21 Regs. 118, Sec. 39.22(b) (1)-2(b). 

2 Freyburger, ‘‘Employee Benefit Plans—Tax- 
ability of Death Benefits,’’ TAxEes—The Tax 
Magazine, November, 1945, p. 962; Lourie and 
Cutler, ‘‘Deferred Compensation Agreements,’’ 
TAxES—The Tax Magazine, December, 1947, 
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p. 1077; Blodgett, ‘‘Deferred Compensation of 
Executives,’’ Proceedings of New York Uni- 
versity Sixth Annual Institute on Federal Taxa- 
tion, p. 764; Blodgett, ‘‘Recent Developments 
Concerning Deferred Compensation Plans,’’ Pro- 
ceedings of New York University Seventh An- 
nual Institute on Federal Taxation, p. 1093; 
Rudick, ‘‘Income Taxes and Deferred Compen- 
sation Agreements,’’ 1948 University of Southern 
California Tax Institute; Allison, ‘‘Executives’ 
Pensions Without Section 165,’’ Proceedings of 
New York University Eighth Annual Institute 
on Federal Taxation; Clarke, ‘‘Deferred Com- 
pensation Contract for Services,’’ Proceedings 
of New York University Tenth Annual Institute 
on Federal Taxation; Eisenstein, ‘‘A Case of 
Deferred Compensation,’’ 4 Tax Law Review 
391; Lasser and Casey, Executive Pay Plans 
(1951); Latham, ‘‘Income Tax Deductions of a 
Decedent,’’ 1950 University of Southern Cali- 
fornia Tax Institute, p. 513; Fraider, ‘‘Tax 
Consequences of Individual Pensions,’’ 1951 
University of Southern California Tax Institute, 
p. 127; Comment, ‘‘Constructive Receipt,”’ 45 
University of Illinois Law Review 77; Barrett, 
“Current Developments in the Deferred Com- 
pensation Mystery,’’ Proceedings of New York 
University Eleventh Annual Institute on Federal 
Taxation, p. 113; Tarleau, ‘‘The Problem of 
Compensating Executives,’’ 1953 University of 
Southern California Tax Institute, p. 149. 











Voluntary payments by company. — 
Where a voluntary pension is paid by 
one to whom services have been rendered, 
it is deductible by the former employer as 
paid * and includible in income by the cash- 
basis pensioner, as received.* Since it is 
considered to be further compensation for 
services already rendered, it must be rea- 
sonable.” It is quite clear that an executive 
would not find it attractive to rely upon 
the continuation of a demonstrated prac- 
tice * or a revocable statement that he could ex- 
pect his employer to give him a fitting pension. 


It is quite common for an employer vol- 
untarily to continue salary payments to the 
widow or other dependent of a decedent- 
employee. In such case, the Internal Reve- 
nue Service has recently ruled that such 
payments are includible in the beneficiary’s 
gross income.” It may well be, however, 
that the courts will still hold such pay- 
ments to widows of deceased employees to 
be gifts when the requisite donative intent 
is shown.” If such payments are in recog- 
nition of the services rendered by the dece- 
dent, are reasonable, and continue only for 
“a limited period,” they are deductible by 
the employer.” 


Since by hypothesis there is no enforce- 
able right in the widow to receive them, the 
value of these salary payments to her is 
not includible in the employee’s estate for 
estate tax purposes.” 












An 
an e 
an ..¢ 


* 
In 1952, for the first time, annual pay: 


ments to U.S. families from theit on 
4 : by 
life insurance companies topped $4 aie! 
billion. — From the Life Insuranceff requ 
Fact Book, 1953. wa | 
of 1! 
- tory 
. . 1 of t 
Life insurance—The payment of pre sais 
miums on a life insurance policy on the§ wut, 
life of and on behalf of the executive ref} yajy 


sults in income to him to the extent of the 
premium and, if the premium together with 
his other compensation is reasonable and is 
for services actually rendered, the amount 


for 
whi 
of a 








. ‘ ; ‘ cont 
of the premium is deductible by the em-§ 5; . 
ployer as paid, unless the employer isi ;,.; 
directly or indirectly a beneficiary under the} V 


policy." Even under a qualified plan, amounts§ 


paid as premiums for life insurance must be the 
included in the employee’s income as the pene 
premiums are paid.” Of course, the amount® ...4 
of such insurance would be includible in ite 
the employee’s gross estate for estate tax} ploy 
purposes under Section 811 (g) of thef har 
Code.* His widow or other beneficiary§ ns 
would receive the principal proceeds of the The 
policy free of income tax under Section§ 


i the 














23 Regs. 118, Sec. 39.23(a)-9. 
24 Regs. 118, Sec. 39.22(a)-2. 

25 Code Sec. 22(a). 

2% It is recognized that such a practice could 
give rise to an enforceable obligation to pay 
the employee who is retired under the theory 
of Willoughby Camera Stores, Inc. Vv. Commis- 
sioner, 42-1 ustc J 9242, 125 F. (2d) 607 (CCA-2). 

277T. T. 4027, 1950-2 CB 9, applicable for pay- 
ments received after December 31, 1950. Under 
a prior ruling, I. T. 3329, 1939-2 CB 153, such 
payments were considered gifts and not in- 
cludible in income by the recipient. See Aprill, 
CCH Dec. 17,275, 13 TC 707 (1950), acquiesced 
in by the Commissioner (1950-2 CB 1) after 
I. T. 4027 was issued, indicating he would follow 
I. T. 3329 (1939-2 CB 153) for transfers prior 
to 1951. However, continued payments of salary 
after death to a widower’s estate rather than 
to his widow are not gifts even under I. T. 
3329. (Hstate of Bausch, CCH Dec. 17,728, 14 
TC 1433 (1950), aff’d 51-1 ustc { 9146, 186 F. (2d) 
313 (CA-2). In that case, they were held a 
reward for services rendered by decedent and 
taxable under Code Secs. 22(a) and 126(a).) 

2s Bogardus v. Commissioner, 37-2 usrc { 9534, 
302 U. S. 34; Macfarlane, CCH Dec. 19,235, 19 
TC 9 (1952) (Acq. 1953-6 IRB 1). 

29 Regs. 118, Sec. 39.23(a)-9. The amount so 
paid taken together with what the decedent 
was paid must be reasonable—a question which 
rarely arises except when decedent or his 
beneficiary are substantial stockholders in em- 
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det 
22 (b) (3). a ind 
This is clearly not attractive to the execu-§ ent 
tive. He could do as well receiving the} em 
compensation and buying his own policy." ove 
Ap 
ployer. (McLaughlin, Gormley, King Company,§ Th 
CCH Dec. 16,622, 11 TC 569 (1948); Frederick ant 
Pfeifer Corporation, CCH Dec. 17,584, 14 TC 5695 
(1950).) The maximum which will be allowed wh 
for the ‘‘limited period’’ will probably be in} vis 
the neighborhood of two or three years though§ (2) 
the courts hold that the facts of each case are (2) 
controlling. (i. Putnam, Inc., CCH Dec. 17,785,§ \“ 
15 TC 86 (1950) (Acq. 1950-2 CB 4).) ‘‘Limited Ch 
periods’’ allowed as follows: McLaughlin,® of 
Gormley, King Company, above (29 months); ple 
I. Putnam, Inc., above (24 months). I. T. 3329, a. 
cited at footnote 27 (23 months). Where nog °! 
definite limitation is placed on the period of § 19: 
payments to the widow, the court may allow® jp 
none of the payments as a deduction. (W. D. Tt 
Haden Company, CCH Dec. 15,103(M), 5 TCM 
250 (1946), aff’d, in part, and rev’d, in part, SO! 
on other issues, 48-1 ustc { 9147, 165 F. (2d) § th 
588 (CCA-5).) pr 
30 Hstate of Messing, CCH Dec. 16,553(M), 78 ~~ 
TCM 568 (1948). 3 
31G. C. M. 8432, IX-2 CB 114 (1930), and@ agp 
Regs. 118, Sec. 39.24-3. Th 
32 Regs. 118, Sec. 39.165-6(a) (3) (i) and (ii). cot 
33 Under Regs. 105, Sec. 81.27(a), the decedent Ov 
is deemed to have paid for the insurance, if § 14’ 
his employer pays the premiums as compensa- an 
tion for services. sal 
%* Of course, a better result may be obtained : 
if the employer and employees buy group life an 
insurance. na 
D 


IL J— January, 1954 








| pay 
their 
d $4 


rance 


pres 
n the 
re re 
of the 
' with 
ind is 
nount 
: em- 
er is 
r thea 
ounts® 
ist bel 
s the 
nountE 
le ing 
2 «tax 
the 
Ciary 
f the 
ction 


ecu: fl 
the ® 


icy.™ 





any, 
erick 
> 569 & 
owed 
e in 
ough 


and 


lent 
if 
nsa- 


ned 
life 











i contract which is forfeitable 


Annuities. — Employee's income tax.—-If 
an employer buys an annuity contract for 
an employee, giving the employee vested 
rights, the premium payments made thereon 
by the employer are income, taxable to the 
employee as they are made.- This result is 
required by Section 22 (b) (2) (B) which 
was added to the Code by the Revenue Act 
of 1942. This has been said to be declara- 
tory of the law as it existed at the time 
of the change.” It is true even if the 
annuity is nonassignable, cannot. be com- 
muted and has no loan or cash-surrender 
value.” If the employer pays premiums 
for an employee—on—ah annuity contract 
which the employee may lose for breach 
of a condition—in other words, an annuity 
the amounts 
of such_premiums afre-not—includible in his 
taxable income as paid.” 

With that background in mind, what is 
the income tax result to the employee if 
the employer buys a single premium life 





| annuity contract on the life of the employee 


and retains all rights and benefits under it 
until several years later when, as the em- 
ployee retires, the contract is delivered to 
him as his pension arrangement? This 
was decided recently in Elliott C. Morse.™ 
The Tax Court held, recognizing that its 
determination was harsh and with four 
judges dissenting, that the full value of the 
entire annuity contract was taxable to the 
employee in 1943, when it was endorsed 


| over to him by his employer. The Court of 


Appeals for the Second Circuit. affirmed. 
The bases of the decision were (1) that the 
employee received valuable rights in 1943 
which were taxable under the broad pro- 
visions of Section 22 (a) of the Code; and 
(2) that the provisions of Section 22 (b) 
(2) (B) on annuities were not applicable. 
The reasoning of Judge Frank in the court 
of appeals is interesting. He said the em- 
ployee was not given “the tiniest vestige 
of a legal interest in the annuity” before 
1943 and, therefore, how could his rights 
in 1943 be said to become _nonforfeitable? 
The implication is thatfthe employee had 
some forfeitable rights to the annuity at 
the time the-employer paid up the single 
premium, then the entire value of the policy 


would not have dropped into the income of 
the -employee—in_the—-year—those rights be- 
came-nonforfeitable. This is borne out by 
the regulations” which say: 


“If the employee’s rights under the an- 
nuity contract in such a case were forfeit- 
able at the time the employer’s contribution 
was made for the annuity contract, even 
though they become nonforfeitable later, 
the amount of such contribution is not re- 
quired to be included in the income of the 
employee, but any amount received or made 
available to the employee under the annuity 
contract shall be includible in the gross 
income Of the employee in the taxable year 
in which received or made available. . . .” 

When the employee receives annuity pay- 
ments, the familiar 3 per cent rule applies. 
It is designed to enable the annuitant to 
recoup his cost tax-free, provided he in- 
cludes in income for each year that portion 
of the annuity payments which represents 
3 per cent of such cost.” For such pur- 
poses, the cost to him is deemed to be the 
aggregate of the contributions he has made 
toward the premium payments, plus the 
amounts contributed by the employer which 
were included in the employee’s income.“ 


Employer's deduction—Under Section 23 
(p) (1) (D) of the Code, the employer’s 
contributions under an annuity plan which 
is not qualified under Section 165_(a) are 
deductible by the employer in the year 
when paid if the employee’s rights to such 
contribution are nonforfeitable. An individ- 
ual contract for deferred compensation is 
considered a “plan” under this section.” If 
the employer pays premiums on an annuity 
contract under which the employee has 
forfeitable rights, there is no deduction in 
that year since the employee’s rights are 
forfeitable. If later, after all premiums have 
been paid on the contract, those forfeitable 
rights become nonforfeitable, there is no 
deduction then either since contributions 
are not then paid by the employer.“ On 
the other hand, if the employer purchases 
an annuity contract on an employee ‘and 
retains all the rights and benefits under it 
until a later time when it is endorsed over 
to the employee, it is strongly arguable 





% Hackett, CCH Dec. 14,899, 5 TC 1325 (1946), 
aff'd 47-1 ustc { 9107, 159 F. (2d) 121 (CCA-1). 
This was not a retirement annuity and the 
court made some mention of the fact. In 
Oberwinder v. Commissioner, 45-1 ustc { 9165, 
147 F. (2d) 255 (CCA-8), it was a contract for 
an annuity for life beginning at age 60, and the 
same result was reached. 

% Hackett, cited at preceding footnote. The 
annuitant did, however, have the right to desig- 
nate beneficiaries. 
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37 Regs. 118, Sec. 39.22(b)(2)-5(a). 

383 CCH Dec. 18,759, 17 TC 1244 (1952), aff’d 
53-1 ustc J 9202, 202 F. (2d) 69 (1953). 

39 Cited at footnote 37. 

4 Code Sec. 22(b) (2) (A). 

41 Code Sec. 22(b)(2)(B) and regulations cited 
at footnote 37. 

#2 Regs. 118, Sec. 39.23(p)-1(c). 

43 Regs. 118, Sec. 39.23(p)-11. 





under the doctrine of the Morse case that 
the “contribution” is “paid” at the time of 
the endorsement and, therefore, is then de- 
ductible. As the Tax Court said in the 
Morse“ case, the employer “held the policy 
as a kind of investment of its own.” 

Employee's estate tax —Many annuities pur- 
chased by employers for employees pro- 
vide for death benefits, such as term-certain 
or joint-and-survivor annuities. If, for ex- 
ample, the employee is given such an annu- 
ity contract by the employer voluntarily as 
a pension and the employee has no right to 
change the death beneficiary, it is clear that 
the employee has no interest in the sur- 
vivor’s annuity at death and that there has 
been no transfer from the employee to the 
death beneficiary which is includible in his 
gross estate under any of the subsections 
of Section 811 of the Code.® Where the 
employee has a right to designate, it is 
apparently the position of the Revenue 
Service, as stated in G. C. M. 27242," that, 
whether he exercises such right of designa- 
tion or not, the value of the death benefit 
is includible in his estate. The ruling states 
that the right to designate its property and 
“thus the amount payable to the 
designated beneficiary is includible in the 
deceased employee’s gross estate under Sec- 
tion 811 (a), (c), (d) and (f).” 

Where an employee elects to take his 
pension payments on a joint-and-survivor 
basis but makes such election before he has 
arrived at retirement and, therefore, before 
he has a vested interest in the pension, it 
is arguable that he has nothing to transfer 
at the time of the election and, therefore, 
that the death benefit value is not includible 
in his estate.” Furthermore, where his 
right to receive the pension or annuity 
payments after retirement and up to his 
death are contingent upon his good _ be- 
havior, solvency, forbearance from compe- 
tition, etc., no part of the value of the 


death benefit is includible in his estate.“ 





# Cited at footnote 38, at p. 1249. 

% Hstate of Messing, cited at footnote 30. 

4 1952-1 CB 160. 

41 Hstate of Howell, CCH Dec. 17,834, 15 TC 
224 (1950) (Acq., as to transfers before October 
7, 1949, 1953-4 IRB 1). 

4% Estate of William 8S. Miller, CCH Dec. 
17,610, 14 TC 657 (1950) (Nonacq. 1950-2 CB 6), 
petition for review dismissed July 11, 1951 
(CA-7): Estate of Frank M. Gordon, CCH Dec. 
17,607(M), 9 TCM 424 (1950), petition for re- 
view dismissed, July 10, 1951 (CA-7). 

”® Estate of Eugene F. Saxton, CCH Dec. 
16,914, 12 TC 569 (1949) (Acq. 1949-2 CB 3, 
acq. withdrawn and nonacq. 1950-1 CB 8). 

50 1953-17 IRB 18. 
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It is not a far step from the foregoing t 
contend that where an election to take 
joint-and-survivor option or a right to desig 
nate exists after the vesting of rights upo 
retirement, but remains unexercised by th 
annuitant or pensioner, there is no transfe 
from him to the death beneficiary whicif 
will cause the value of the death benefit t 
be included in his estate.” 


It is the position of the Revenue Servic 
that the election by an annuitant afte 


has b 
by th 
vision 
a tax 
This 
anni 
such 
tant | 
will | 
stepp 
F inclu 


~ ee ° . amou 
October 7, 1949, to take a joint-and-survivom Sonate 


option results in includibility in his estatd 


of the value of the survivor’s annuity. Thi® aaa 


is set forth in Revenue Ruling 158.” This i 


grounded on the reasoning that, in electing 
a joint-and-survivor option, the deceden# 
to the survivor by 


transferred property 


conti 
} annu 


giving up something he otherwise woul@™ 


enjoy, or, in the alternative, by exercising : 


general power of appointment under Seci This 
» annt 

Where, as part of an employment con§ 
tract, the survivor-annuitant is entitled tm 
certain payments, the value of those pay 


tion 811 (f). 


survi 


ring 
Ti 


ments is includible in the employee’s estate” 
This is an extension of the now-settled judi 


cial doctrine that the value of survivorship 
benefits is includible in the estate of 
purchaser-annuitant.” 


Income tax of the death beneficiary.—Be§ 


fore 


regard to includibility in income for income 
tax purposes as decedent-annuitants.” Now, 
Section 22 (b) (2) (C) in the Code pro- 
vides, in effect, that the surviving an- 
nuitant receives a new cost basis for the 
survivorship annuity which is the same as 


the value of the survivorship annuity in-§ 
cludible for estate tax purposes in the gross§ 


estate of the decedent-annuitant. 


“c 


This will not always result in a “stepped- 
up” basis. Where the consideration paid for 


the annuity by the decedent is very low or 


51 state of Nevin, CCH Dec. 16,498, 11 TC 59 
(1948) (Acq. 1949-1 CB 3); Hstate of Leoni, 
cited at footnote 17. 

52 Hstate of A. M. Wilder v. Commissioner, 
41-1 ustc § 10,040, 118 F. (2d) 281 (CCA-5), cert. 
den. 314 U. S. 634; Commissioner v. Clise, 41-2 
ustc f 10,099, 122 F. (2d) 998 (CCA-9), cert. den. 
315 U. S. 821; Hstate of Harry L. Mearkle v. 
Commissioner, 42-2 ustc {§ 10,193, 129 F. (2d) 
386 (CCA-3). 

53 Higgs, CCH Dec. 18,021, 16 TC 16 (1951), 
holding that, where the decedent employee had 
paid no consideration for the joint and survivor 
annuity, the surviving annuitant received tax- 
able income to the full extent of survivorship 
annuity payment under both Code Sec. 22(a) 
and Sec. 22(b)(2). (See Regs. 118, Sec. 39.22 
(b) (2)-5(e).) . 
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the Revenue Act of 1951, survivor § 
annuitants were in the same position with® 
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has been completely or substantially recouped 
by the decedent before his death, this pro- 
vision will result in a stepped-up basis and 
a tax benefit for the survivor-annuitant. 
This assumes, of course, that the survivor- 
annuitant will live long enough to recover 
If the survivor-annui- 
tant does not live long enough to do so, he 
will have paid more tax by reason of the 
stepped-up basis, since he will have had to 
taxable income each year an 
amount equal to 3 per cent of such stepped-up 
basis. Finally, where the decedent-annui- 


| tant is deemed to have paid a large portion 


or all of the consideration for the annuity 
contract and dies prematurely, the survivor- 


Sannuitant would be able to recover only 
§ the value of the survivorship annuity which 


was includible in the decedent’s estate, and 
this would be well below the basis such 
survivor-annuitant would formerly have had.™ 
This new provision applies only to survivor 


§ annuities arising by reason of death occur- 


ring after December 31, 1950. 

Trust—A nonqualified trust for the in- 
dividual is one of the least satisfactory 
solutions to the problem of deferring com- 
pensation. 

First, if the contributions by the employer 
are made to a trust, under which the rights 
of the beneficiary are forfeitable, no deduc- 
tion may be taken. Further, no deduction 
may be taken when the rights of the em- 
ployee become nonforfeitable or when de- 
ferred payments are actually made by the 
trust to the employee.” 

Second, if rights of the employee in the 
trust fund vest completely at a time pre- 
ceding the payment to him of deferred-com- 
pensation’ payments, there is a good chance 
that the commuted value of those future 
payments may be included in his taxable 
income in year under the economic 
benefit theory to be discussed in greater 
detail later on in this article.” 


one 


Third, since amounts paid from the trust 
to the death beneficiary would not be paid 
by the employer and would not be paid 
from a trust exempt under Section 165 (a), 
the first $5,000 thereof would not be ex- 
cluded from gross income under Section 
22 (b) (1) (B).” 

Fourth, there is no clear opportunity, as 
in the case of a joint-and-survivor annuity, 


for the death beneficiary to recover tax- 
free the amount included in the estate of 
the decedent. 


In return for the foregoing disadvantages 
the only advantage of the trust device is 
that the future payments are presently 
funded and that the executive does not have 
to rely upon the continuing solvency of his 
employer. In most cases, however, it is 
not a matter of serious concern to the exe- 
cutive that his employer may go under 
financially. He is willing to take that chance. 


Individual Contract 


At this point we assume that we have 
enabled our executive to probe all the dead 
ends. He has found that the plan, which is 
qualified under Section 165 of the Code, is 
not feasible or he has found it insufficiently 
rewarding to suit his purposes. The purchase 
by his employer for him of life insurance 
on his life achieves no deferment. He has 
found that the unqualified trust and the 
annuity contracts are unpalatable, either 
from the employer’s point of view, because 
what suits the executive loses for the em- 
ployer his deduction, or from the executive’s 
point of view, because what obtains the 
deduction for the employer does not defer 
his own income. 


Employee’s income tax.—Now that our 
executive has emerged from, the maze, he 
starts out on the obstacle course. He de- 
cides that what he would like to have is a 
contract with his employer which defers 
a portion of his income to later lower- 
income years, commencing at, retirement. 
He points out that he is a cash-basis tax- 
payer and suggests that a portion of what 
he could otherwise receive as compensation 
currently be deferred by contract until a 
later time. His position is that, being on 
a cash basis, he does not receive and return 
taxable income until it is actually paid to him.* 


Cash-receipt method of returning income. 
There are several bear him out, 
the most recent of which is James P. Oates.” 
In that case, the following fact situation 
appeared: Insurance agents receive com- 
missions on premiums which represent re- 
newals of policies which they originally soid. 
These kept coming in over the years after 
an agent retires until there are no more 


cases to 





54 This illustrates that the system of taxation 
of annuities leaves much to be desired because 
no annuitant ever dies right at the end of his 
life expectancy. 

% Regs. 118, Sec. 39.23(p)-11. 

56 Kingsbury, CCH Dec. 8865, 31 BTA 
(1934) (Acq. XIV-1 CB 11). 
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57 Regs. 118, Sec. 39.23(b) (1)-2. 

58 Code Sec. 42(a). 

59 CCH Dec. 19,049, 18 TC 570 (1952) (Nonacq. 
1952-2 CB 5), appealed by the Commissioner to 
the Court of Appeals, Seventh Circuit. 











renewals of those original policies. Recog- 
nizing that the bulk of these renewal pre- 
miums would be payable to a retired agent 
in the first few years after retirement and 
that thereafter he would have a rapidly 
diminishing source of income, the insurance 
company set up a program by which retir- 
ing agents could elect to spread. their re- 
newal premiums over a longer period of 
time, provided that they elected to do so 
before retirement. Oates irrevocably elected 
to have his expected renewal commissions 
paid out to him over a period of 15 years 
instead of the nine years which it was esti- 
mated would otherwise have been the case. 
Oates retired in 1944 and was paid $1,000 
per month under the program. The Commis- 
sioner claimed that he should have included 
in income for the years 1944, 1945 and 1946 
the amounts of renewal commissions which 
he would have received in the absence of 
the program. The Tax Court held that the 
taxpayer was correct in including in income 
only the amounts actually received in the 
taxable year under the program. The court 
emphasized that, at the time of his election, 
the renewal commissions were not yet due 
and indeed the amounts thereof were not 
yet even known. The fact, however, that 
the amounts were unknown was not signifi- 
cant, since the amounts he received under 
the deferment program were directly related 
to the renewal commissions actually earned. 


From the Tax Court’s opinion in the 
Oates case, the principal thrust of the Com- 
missioner’s argument was that, since a tax- 
payer could not relieve himself of the tax 
burden by assigning income to another, he 
likewise should not be able to relieve him- 
self of the effect of high surtax rates by 
deferring income from a large income year 
to a smaller income year. The Tax Court 
rejected this, saying that the cases” referred 
to by the Commissioner involved attempts 
on the part of the taxpayer to escape a tax 
on the income altogether by assigning to 
another, whereas, in this case, taxpayer 
would pay tax on the deferred income in the 
later year. 


It is sometimes argued that an intentional 
deferment of compensation on the part of 
the employee to reduce his over-all taxes 





with no other business purpose should not 
be allowed that tax effect.“ In the Free. 
man case,” it was noted by the Tax Court 
that the taxpayer took an annuity instead 
of a lump-sum settlement for tax reasons, 
The court held that he sould be deemed to 
have received the lump sum for income tax 
purposes. It is said that the cash basis of 
accounting for income tax purposes is purely 
for administrative convenience and can be 
stretched too far. When the taxpayer seeks 
to change his normal business operations!) 
and accounting for the sole purpose of pay: 
ing less taxes, the administrative conveni- 
ence is no longer served by strictly adhering 
to the cash-basis principle. It is argued 
that he should be taxed’ as if the tax-avoid- 
ance device had not been employed. This? 
completely fails to recognize that there may 







have been substantial consequences, =o 
than the tax consequences, which result, 
For instance, his income may be irrevocably 
deferred so that he will be unable to pay 
the tax since the income is not presently 
available to him. Second, his employer 
will have the use of the funds, the payment 
of which is deferred. Third, the employee 
is taking the risk that his employer may not! 
deferred § 


be financially able to pay such 


amounts at the later time. 


Another factual element which is taken 
into account by the courts in some of these 
cases is the extent to which the taxpayer 
may have been on both sides of the transac- 
tion which he instigated and which hap- 
pened to result in a substantial saving in 
taxes.” If he is the controlling stockholder 
of his employer, the Commissioner and 
courts will give greater scrutiny, and be 
tempted to give less effect, to the cones 
ment arrangement which defers income. 
course, a sham agreement between id 
parties will get the tax effect to which it 
is entitled—namely, none. 

There are two recognized doctrines which 
have grown up, modifying the general 
theory of the cash-basis method of report- 
ing income. These are the constructive- 
receipt theory and the economic-benefit theory. 


Constructive receipt—The classic statement 
of the doctrine of constructive receipt is 
that a taxpayer, reporting his income on 





© Lucas v. Earl, 2 ustc { 496, 281 U. S. 111 
(1930); Helvering v. Hubank, 40-2 ustc { 9788. 
311 U. S. 122; and Helvering v. Horst, 40-2 
ustc J 9787, 311 U. S. 112. 

61 See mention of such facts in D. W. Ander- 
son, CCH Dec. 14,898, 5 TC 1317 (1946) (his 
idea and he was in control, of company-em- 
ployer); Sproull, CCH Dec. 18,080, 16 TC 244 
(1951), aff'd, per curiam, 52-1 ustc { 9223, 194 
F. (2d) 541 (CA-6) -(his idea and his company); 
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McEwen, CCH Dec. 15,140, 6 TC 1018 (1946) 
(at his request). In Oates, cited at footnote 59, 
it was specifically pointed out that this was a 
general plan prepared by the agency for all 
such employees and not tailor-made for Oates 
at his request. 

® CCH Dec. 14,320, 4 TC 582 (1945), 
by taxpayer dismissed. 

® See footnote 61. 
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the basis of cash receipts, may not deny the 
receipt of income and escape tax on it, 
where it is available and unqualifiedly sub- 
ject to his demand.“ The leading case on 
the subject in this field is the Deupree case.” 
In that case, Deupree as president of Proc- 
tor and Gamble was voted a certain sum by 
the board of directors which was to be 
divided as he saw fit among the officers of 
the company as a bonus. The board fixed 
his share at $50,000. Deupree directed that 
the fund be used to buy paid-up annuities 
for himself and the other officers with pay- 
outs to commence at future dates. The Tax 
Court held that the $50,000 was taxable to 
him in the year of the bonus. It was then 
subject to his unfettered command and 
whether he saw fit to enjoy it or not made 
no difference. 


3ut the doctrine of constructive receipt 
is to be only sparingly applied. The appli- 
cation of the doctrine to our proposed con- 
tract between executive and company can 
be avoided easily by entering into the con- 
tract deferring compensation for services 
before those services are rendered. This 
is illustrated very satisfactorily in the two 
Veit cases. 

In the first Howard Veit case,” taxpayer 
was entitled, under his employment arrange- 
ment with the company, to receive a bonus 
measured by a share of the company profits 
for the year 1940. Ordinarily, such bonus 
would have been determined and paid to 
him in the year 1941. However, the em- 
ployer and Veit agreed on November 1, 
1940, before the time that the amount of the 
bonus was ascertained, that such bonus 
would be paid him in 1942 rather than 1941. 
When Veit failed to return the amount of 
this bonus in his 1941 income tax return, 
the Commissioner assessed a deficiency for 
that amount. The Tax Court held that, 
since the taxpayer entered into the agree- 
ment to defer the income before the amount 
thereof was ascertained, it could not have 
been constructively received by the employee. 

In the second Veit case,” the question 
came up again on a second deferment of 
the same income. Veit agreed with his 
employer in 1941 to split up the amount 
which he had previously agreed was to be 
paid him in 1942 so that now he would re- 
ceive one fifth of it in each of the years 
1942 through 1946. As against the argu- 
ment of the Commissioner that Veit had 


* Knapp, CCH Dec. 10,952, 41 BTA 23 (1940), 
at p. 28. 

* CCH Dec. 12,888, 1 TC 113 (1942). 

% CCH Dec. 
1947-2 CB 4). 


15,718, 8 TC 809 (1947) (Acq. 
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constructively received the full amount of 
this bonus income in 1942, the Tax Court 
held that there was no constructive receipt 
because the agreement was made prior to 
the time that the bonus payment was un- 
qualifiedly subject to Veit’s demand. 


Constructive receipt can occur in connec- 
tion with a deferred-compensation contract 
at a later time, if the employee may take a 
jump-sum payment but prefers to have it 
spread over several years. Such a case is 
William E. Freeman,® decided by the Tax 
Court in 1945. In that case, Freeman was 
a consulting accountant who entered into 
a compensation agreement with Nicholas 
Brady for whom he had performed services. 
The agreement provided that he would re- 
ceive $12,000 per year during the joint lives 
of himself and his wife, and $8,000 to the 
survivor for life thereafter. His employer 
died in 1930 and the estate continued to pay 
these annual amounts to Freeman until it 
was decided that the estate should not be 
kept open any longer for this reason. The 
estate then offered Freeman $80,000 in set- 
tlement of his claim under this agreement. 
This he refused for tax reasons and instead, 
in 1939, the $80,000 was used to purchase 
a joint-and-survivor annuity for himself and 
his wife. The Tax Court held that $80,000 
was includible in his income for that year 
(1939) under the constructive-receipt doc- 
trine of the Deupree case. 

One case brings out very sharply the 
fact that no income will be deemed to be 
constructively received where the right to 
receive it is not completely unfettered. In 
Dillis C. Knapp,® decided by the Tax Court 
in 1940, the question came up in connection 
with the Sears-Roebuck profit-sharing plan. 
3y that plan, the employee contributed 5 
per cent of his salary to a fund. The com- 
pany also made contributions to the fund 
which were then allocated in accordance 
with length of service. With the resulting 
fund, Sears stock was purchased. After ten 
years of service, an employee could with- 
draw his interest in the fund, but, once he 
withdrew, he could not return to the plan. 
When Knapp retired in 1934, his interest in 
the fund was distributed to him and the 
Commissioner claimed that it was all in- 
come in that year. Knapp resisted on the 
theory that he had constructively received 
all his then interest in the fund on the tenth 
year of his employment and had also con- 


*™ CCH Dec. 17,240(M), 8 TCM 919 (1949). 
8 Cited at footnote 62. 
® Cited at footnote 64. 





structively received each year thereafter his 
share of the company contributions as they 
were made. The Tax Court held that there 
was no constructive receipt, since Knapp 
had no free choice to take down his interest 
in the fund. lf he did take it down, he lost 
the valuable right to continue to participate 
—thus, the income was not unqualifiedly sub- 
ject to his demand. : 


A case that is close to the Knapp case 
but arrives:at the opposite result is Blum v. 
Higgins.” There, the owner of an endow- 
ment policy exercised his option to leave 
the fund with the insurance at 3 per cent 
interest but retained the right to take down 
the full proceeds at any time. The Com- 
missioner claimed that he constructively re- 
ceived the full proceeds of the policy when 
he exercised the option. The court, in hold- 
ing for the Commissioner, brushed aside the 
taxpayer’s protestations that he would give 
up valuable rights if he took down the cash 
all at once, saying that there were no such 
rights which the taxpayer could legally enforce. 


The importance of these cases is to demon- 
strate that it may be risky for an employee 
to refuse a present raise or even to take 
a cut in present salary and take in its place 
a deferred-payment arrangement. It also 
indicates that a right in the employee at 
retirement or from time to time thereafter, 
to take down in cash the commuted value 
of any future payments may be undesirable. 


Economic benefit—In 
Smith," Mr. Chief Justice Stone stated the 
doctrine of economic benefit as 
“Section 22 (a) is broad enough to 
include in taxable income any economic or 
financial benefit conferred on 
ployee as compensation, whatever the form 
or mode by which it is effected.” 


There are two lines of cases in this field 
which illustrate this doctrine at its 
vigorous. The first deals with the purchase 
of insurance company annuities. When an 
employer pays premiums on such an an- 
nuity contract on the life of an employee, 
the amount of the premium is deemed to be 
taxable income to the employee.” 
now been written into the Code in Section 


22 (b) (2) (B). 


It may well be argued 






that the obligation of a large and financially 







sound company to make deferred-compensa- ma 
tion payments is very much like the obliga- pay 
tion of an insurance company to pay an ¥ 
annuity. Nevertheless, the mere promise E 
to pay of individuals and noninsurance or the 
nonbanking corporations is held to be a con- rele 
tingent obligation, too uncertain to have a to 
present measurable value.” i ae 
sub 

Since a deferred-compensation contract kee 
by which the employer undertakes, for ex-§ pay 


ample, to pay a life pension to the employee § I 
commencing at his retirement can be called # 





an annuity in the broad sense of the word,® det 
it has been argued with some force that _ 
such a contract should be treated like an} 7; 
annuity for tax purposes. Support for the ‘ bei 
position that a company-pension arrange-% on 





ment is not to be taxed as an annuity is to 
be found in Hooker v. Hoey," Freeman™ and 
W olfe.* In the Freeman case, for instance, § 
the Tax Court held that the contract by 
which Brady agreed to pay Freeman $12,000 

per year for life became entirely vested in? 
him at Brady’s death, but that it was not) 
an annuity and could not be treated as 
such. Furthermore, the statutory language 
of Section 22 (b) (2) clearly contemplates § 
that an annuity contract is to be purchased. 
The only exception to this is that payments 















7 45-2 ustc {| 9343, 150 F. (2d) 471 (CCA-2). 

711 45-1 ustc { 9253, 324 U. S. 177. 

7 See cases cited at footnote 35. 

7% Lloyd, CCH Dec. 9294, 33 BTA 903 (1936) 
(Nonacq. XV-2 CB 39); Commissioner v, Estate 
of Bertha Kann, 49-1 ustc { 9271, 174 F. 
358 (CA-3). To the same effect are the Oates 
and Veit cases, cited at footnotes 59, 66 and 67. 

% 39-1 ustc {| 9268, 27 F. Supp. 489 (DC N. Y.), 
aff'd, per curiam, 107 F. (2d) 
1939). 
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under a trust, qualified under Section 165, 5 def 
are to be treated as annuity payments.® the 
This indicates in itself that the annuity) plo 
Civaitccmier as  PewenS do not have a wide applicability. a 
The other line of cases in which the pe 
follows: economic-benefit doctrine has become firmly yy, 
entrenched is the deferred-compensation® .,, 
trust. Where certain payments are made} ;,.. 
the em- into a trust each year during the employee's F pay 
period of employment and the right of the® j.¢ 
employee to have them paid out later is) c;, 
immediately vested, then he is deemed tof jy, 
most receive taxable income at the time of, and§ .,, 
to the extent of, the payments into theR },, 
trust.” This, also, was written into theR ;.... 
Code by the Revenue Act of 1942." More 
spectacular is what happens when the for- I 
feitable interest in such a trust becomes ae 
This has nonforfeitable at a later time. It has been a 
held that an employee’s entire interest in cl 
such a trust is taxable to him at the time his§ ;,, 
% Cited at footnote 62. — 
7% CCH Dec. 15,692, 8 TC 689 (1947), aff'd ' 
48-2 ustc { 9397, 170 F. (2d) 73 (CCA-9), cert.@ mu 
den. 336 U. S. 914. S det 
™ McEwen, Anderson and Sproull cases, cited 
(2d) at footnote 61. are 
8 Code Sec. 165(c). oe 
80 
1016 (CCA-2, tha 
fun 
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right to receive it vests.” Of course, the 
value included in income recognizes that 
payment thereof is deferred. 

But, again, the presence of the trust and 
the restrictions on its use and functions all 
relate directly to the certainty of payment 
to the employee.” Thus, the simple con- 
tract of the employer appears to be still a 
substantial distance away—far enough to 
keep the courts from overriding the tax- 
payer’s cash-basis method. 

It may also be detected in the cases that 
deferred compensation which is to be paid 
after retirement, and which, therefore, is in the 
nature of a pension,” will stand a good chance 
of being taxed in the year received rather than 
being “bunched up” in the year in which 
it may become vested. This is undoubtedly the 
case, because pensions have long been rec- 
ognized as an appropriate and customary 
spreading of consideration for past services 
over the more unproductive years of later 
life. It is an accepted practice which is looked 
upon with favor by the makers of the tax- 
ing statutes and by the administrators of 
them as well. 


Contract with contingencies—It may ap- 
pear from the foregoing that a strong ar- 
gument can be made that. payments of 
deferred compensation under a contract with 
the employer are not includible in the em- 
ployee’s taxable income until the year in 
which he actually is paid. Yet it is not 
what can be called with confidence-a well- 
settled doctrine with sharp boundary lines. 
Therefore, it has become customary to in- 
sert contingencies or conditions in the con- 
tract to make certain that the deferred 
payments are not taxable income to the 
recipients until they are actually paid. 
Since, under the contingencies, the execu- 
tive is not certain of receiving his deferred 
compensation until he actually has it in his 
hand, he cannot be said to have received 
income until that happens. 

It is natural for the executive to resist 
conditions which may lose for him the de- 
ferred payments. This is particularly true if 
he has the attitude that he has already 
earned them and that they will be just held 
in a fund for him. On the other hand, he 
recognizes the tax problem and is receptive 
to the admonition that the contingencies 
must have substance. He will ask you to 
determine what the minimum contingencies 
are which will achieve the desirable tax 


*® Kingsbury, cited at footnote 56. 

For this reason, it is undesirable to require 
that the future payments to the employee be 
funded by the employer. 


Deferred-Compensation Plans 


result of deferring income. There is no bet- 
ter answer to him at that point than what 
Mr. Justice Brandeis is quoted as saying: * 

“If you are walking along a precipice, 
no human being can tell you how near you 
can go to that precipice without falling over, 
because you may stumble on a loose stone, 
you may slip and go over; but anybody can 
tell you where you can walk perfectly safely 
within a convenient distance of that precipice.” 

There are many familiar contingencies 
which may be used. Let us assume that we 
have an executive who is willing to contract 
to work for his employer up to retirement 
and that his contingent payments will com- 
mence after retirement and extend as long 
as he lives and thereafter to his wife if 
she survives him. The death benefit may 
be the remainder of payments for a period 
certain or a survivorship annuity. A list 
of some of the familiar contingencies which 
might be in his contract are as follows: 

(1) The executive must remain in the 
employ of the company until the agreed 
retirement date. In Regulations 118, Sec- 
tion 39.165-7 (a), the following is given as 
an example of an effective contingency: 

a if under the terms of a pension 
plan an employee will lose the right to any 
annuity purchased from, or to be provided 
by, contributions made by the employer if 
his services should be terminated prior to 
retirement, his beneficial interest in such 
contributions is forfeitable.” 

Within this category of termination of 
employment before retirement, there are 
many variations, including quitting by the 
employee, termination by the employer for 
cause or without cause, termination by 
death, termination by disability, or termina- 
tion under other special circumstances. Any 
one or more of such terminations can be 
used to provide the necessary contingent 
status up to the date of retirement. 

(2) After retirement, the problem _ be- 
comes more difficult. A contingency which 
is often seen in such contracts is the agree- 
ment not to compete. This has been seri- 
ously questioned as being in reality no 
contingency at all. The very idea of retirement 
indicates a withdrawal from active working 
life. Thus, an agreement not to compete 
in a business way after termination of one’s 
working life is considered illusory. On the 
other hand, there are many men who are 
vigorous and anxious to continue working 


31 Seavey & Flarsheim Brokerage Company, 
CCH Dec. 10,978, 41 BTA 198 (1940) (Acq. 1940-1 
CB.4). See concurring opinion. 

82 Mason, Brandeis, A Free Man’s Life, at 
p. 352. 
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at the time of a compulsory retirement. 
Under those circumstances, such a provi- 
sion in a contract could well be highly im- 


portant to the ex-employer particularly 
since we are talking about an executive 
whose services, knowledge and contacts 


have been extremely valuable to his employer. 


(3) The agreement to consult and ad- 
vise “ is another which may or may not be 
real, depending upon the individuals and 
the particular circumstances. Barring physical 
or mental infirmity, the long experience and 
proven ability of such an employee may 
very well be of continuing use to the em- 
ployer so long ashe keeps in sufficient touch 
with the changes in the employer. 


(4) The mere requirement of survivor- 
ship is insufficient to be called a contingency. 


(5) Then there is the “bad boy” con- 
tingency: If, during the deferred-compen- 
sation period, the employee commits a 
crime, becomes insolvent or a bankrupt, or 
commits some act detrimental to the best 
interests of his former employer, such de- 
ferred payments may cease in the discretion 
of the employer. 


(6) Contingent-compensation payments may 
be subject to reduction or elimination in 
direct relationship to profits of the ex-em- 
ployer; or the contingent payments may be 
reduced ratably to reflect a general wage 
reduction for employees of the employer, or 
there may be some other condition or ac- 
tivity of the employer which will effect a 
reduction of the amounts payable during 
the deferred-compensation period. 


(7) Another type of contingency relates 
to the earnings, location, activities or other 
matters relating to the executive himself, 
such as, for instance, the amount of his 
contingent payments being reduced by the 
amount of his earnings for services rendered 
to other than the employer. 


(8) Other contingencies relating to spe- 
cial circumstances can, if thought is given 
to them, be conjured up. It is, of course, a 
very healthy condition to have the contin- 
gencies relate to matters which are peculiar 
to the relationship between this employer 
and this employee. They will ring more 
true, if tested. 








Most contracts of this sort provide, unde 
certain circumstances, for death benefits 
There has been an increasing interest in 
the use of these contracts for providing 
funds for the family left behind. It ig 
therefore, important that, at the time they 
acquire the right to receive future deferredyy 
payments, they are not held to have con 
structively received those payments or tof 
have received an economic benefit to the 
extent of the commuted value of such future 
payments. Since they have seldom had any 
relationship with the employer, it is not 
realistic to use the same contingencies for 
them that are generally used for employees 
It is possible, however, to allow internal 
conditions in the corporate employer suchi : 
as profits or wage reductions as set forth? 
above to vary the amounts payable to am E 
beneficiary. That condition existed in the tive 
Seavey & Flarsheim Brokerage Company@to 
case.* There, the employee contracted tole con 
work for his employer-company for the wic 
remainder of his life. The contract recited in , 
that if his wife survived him, the company)!” 
should pay her $1,000 per month for theg ¢Xt 
remainder of her life, provided that them 
branch of the company in which the em-g°™ 
ployee had worked made a $12,000 profith _ 
per year. To the extent that the profit fore 7 
such year was less than $12,000 the pay-E ins 
ments to the widow were to be ratably§ 
reduced. Such reductions would be madef 
up in later years, if profits exceeded thel yo 
$12,000 annual rate. The question theref jj; 
was whether payments to the widow were th 
deductible and it was held that they were} he 
on the ground that they were additional : ing 
compensation for his past services. thi 
ab 
fe 























It is probably also possible to argue that! 
there would be substance in applying to} 
the widow, or other death beneficiary, suchf 
contingencies as a reduction of pay to her, de 
if she is earning over a certain figure else-§ th 
where or if she commits a crime, or harms 
the company in some way. 
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Making payments, which are to be made™ “€ 
to the death beneficiary, contingent in some} €¢ 
way can be very helpful in providing the li 
basis for an argument that their commuted} w 


value is not includible in his estate for§ tk 
estate tax purposes. . 





83 A caveat at this point: If the executive is 
a participant in a qualified pension or profit- 
sharing. plan and expects to take out his full 
interest in a lump sum at retirement, he may 
jeopardize his long-term capital gain treatment 
under Code Sec. 165(b), if such payment is 
not ‘‘on account of the employee’s separation 
from the service.” See Hstate of A. Fry, CCH 
Dec. 16,030, 19 TC 461 (1952), aff’d, per curiam, 
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53-2 ustc {| 9458, 205 F. (2d) 517 (CA-3). Per-f 
haps there should be a substantial interval after™ d: 
retirement and before consultative and advisory9 ¢} 





services start in order to make certain that 
there is such a separation as will be effective 
for the capital gain result. 
81 Cited at footnote 81; 
0... Us Bey 
(CCA-8). 







see, also, Flarsheim 
46-1 ustc { 9305, 156 F. (2d) 105 
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undegl \fost contracts of this sort are hybrids. 


enefits Part of the payments are vested and part 
est mare contingent. For example, if the em- 
viding ployee becomes totally and permanently 
It ig disabled, then he often receives a vested 
€ theyll ight to future payments without further 
-ferredi .ontingencies. This is also true in most 
€ con® -ontracts regarding payments to death bene- 
Or toMfciaries. To date, they see: to have avoided 
to thei, court test. 


future 
1d any Employer’s deduction.—Under Section 23 


is notm(p) (1) (D), a contract for the deferment 
es forof compensation such as the one here dis- 
oyeesmcussed is deemed to be a “plan” and, 
ternalmtherefore, payments made under it are de- 
- suche ductible when made because they are at that 


forthm time nonforfeitable. 
: tog 
in the 
mpany 
commuted value of those payments to the 
widow or other beneficiary are includible 
e 


























Employee’s estate tax.— Where the execu- 
tive provides in this contract for payments 
to be made to his death beneficiary, the 











ted to 

yr the 

ecitedin his gross estate for estate tax purposes. 

npany In the Nevin case,” the Tax Court expressly 

sr them extended the doctrine of the Wilder, Clise 

't them and Mearkle cases** to a contract between 
employer and employee. The Wilder, Clise 
and Mearkle cases held that the value of 


ec em-# 


profit ; 
jdeath benefits under an annuity contract 


fit form j ; : - ce oe 
vail was includible in the estate of the principal 
as 


Hannuitant. It happened in the Nevin case 
atably§ that the consideration for the contract was 
made® in reverse of the usual. The company agreed 
d the to make deferred payments to Nevin and 
there his widow in consideration of his leaving 
were the company rather than staying. It was 
were,® held that the value of the death benefit was 
tional includible in his estate. In the Leoni case,* 





"the Tax Court had the following to say 


é that} about the employment contract with de- 


1g tol ferred-compensation features: 

such “The services to be rendered by the 

> her,# decedent furnished the consideration for 

else-§ the employer’s promise to make the pre- 

arms scribed payments to his widow after dece- 
= dent’s death. His widow testified that the 

made™ decedent desired such provision to be in- 


some™ cOrporated in the employment contract in 
x the lieu of a salary increase. We think there 








the shifting of the economic benefits of 
property.” 


Where the contract ¢ ves the employee 
the right to designate the beneficiary of the 
death benefit, it is apparent that the Com- 
missioner will claim further that such right 
is property in the estate of the decedent 
at the time of his death and therefore is 
includible under Section 811 (a).” 


Where, however, the payments to the 
death beneficiaries are contingent and the 
contingencies can be shown to be real, it 
is possible to argue that what passed from 
the dead to the living was a mere “expect- 
ancy” and not property at all. In the Stake, 
Miller and Gordon cases,” the possibility 
that the employer could, at any time, dis- 
continue the pension payments under the 
plans there in question was deemed suf- 
ficient to render the death benefits mere 
expectancies and, therefore, not includible. 
The Revenue Service, however, has given 
notice that it will no longer consider such 
amendment or termination rights in the 
employer sufficient to make the death bene- 
fits mere expectancies where such rights 
have not been exercised by the date of 
death." That, of course; can be distin- 
guished in our hypothetical case, since the 
beneficiary may lose her rights by running 
afoul of one of the contingencies. 


At this point, it is appropriate to discuss 
the very recent decision of Estate of Albert 
B. King,” which was promulgated by the 
Tax Court on August 26 of this year. In 
that case, the employer, DuPont, set up a 
bonus plan for key employees. Under the 
plan, the bonus for each year was dis- 
tributed to the employee in the following 
manner: One quarter was paid to him 
immediately; the remaining three’ quarters 
were to be distributed to him one quarter 
each over the next succeeding three years. 
In the discretion of a bonus committee, 
these funds could be invested in company 
stock. If the employee left or was dis- 
missed, he forfeited his interest in any 
future distributions of such bonuses. If 
the employee died, the future payments 
were to be made to the executor or admin- 
istrator of his estate. Where bonus funds 
were invested in company stock, the em- 
ployee became the stockholder with voting 
rights but he gave to a bonus custodian 
the right to receive dividends and an irrev- 
ocable stock power to be used if his inter- 








1uted— was a transfer of property procured through 

> for} the performance of services by the decedent, 

s with the intent of having it pass at the 

Per-m time of his death. The death of the dece- 

after™ dent was the operative fact which matured 

or the promisor’s duty to pay and completed 
ective i 


85 Regs. 118, Sec. 39.23(p)-1(c). 

8% Hstate of Nevin, cited at footnote 51. 
%* Cited at footnote 52. 

88 Cited at footnote 17. 

8° G, C. M. 27242, 1952-1 CB 160. 
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% Hstate of Stake, CCH Dec. 16,682, 11 TC 
817 (1948); Estate of Miller and Estate of Gor- 
don, cited at footnote 48. 

1G. C. M. 27242, cited at footnote 89. 

* CCH Dec. 19,859, 20 TC —, No. 131 (1953). 
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est was forfeited. When King died’ stock 
was being held for him in his bonus ac- 
count. The Commissioner claimed that the 
sums due his estate under this bonus plan 
were includible in his gross estate under 
Section 811 (a). The Tax Court held that, 
in spite of the fact that the decedent might 
have at any time up to the date of his death 
forfeited his rights in the undistributed 
bonus, it was, nevertheless, his property 
at the time of his death and, therefore, 
includible. The court pointed out that he 
was the owner of the stock but that his 
ownership was subject to forfeiture for 
condition broken. Under these circum- 
stances, he had a vested property interest 
which was subject only to “a mere pos- 
sibility that his interest may be divested.” 
This case may open a wide vista for the 
Commissioner in striking down contingencies. 
It indicates that it is not desirable to frame 
contingencies in the language of forfeiture. 

It may well be that the only effect con- 
tingencies on the beneficiary’s right to re- 
ceive such payments will have for estate 
tax purposes will be on the value of the 
interest to be included. In short, the courts 
may hold that some interest passes from the 
dead to the living; the only question is what 
is the value? In such case, the burden is 
on the taxpayer to prove that the contin- 
gencies will result in some reduction in the 
commuted value of the future payments to 
the beneficiary. 


Income tax of death beneficiary.—Pay- 
ments made to beneficiaries of an employee 
under a contract with the employer are ex- 
cluded from the gross income of the employee 
to the extent of $5,000 under the provisions of 
Section 22 (b) (1) (B) of the Code. That 
takes care of the first $5,000, but what of 
the remainder? It appears that it should 
properly be includible in the gross income 
of the beneficiary under both Section 22 (a) 
and Section 126 of the Code. 

With regard to Section 126 of the Code, 
a little historical background is in order. 
Prior to the Revenue Act of 1934, deferred- 
compensation payments to a decedent after 
the date of his death would have escaped 
income taxes entirely. The section now 
appearing in the Code as Section 42 was 
amended by the Revenue ‘Act of 1934, so 
that a decedent was placed on the accrual 
basis for the purposes of his last income 


rather crude method of dealing with th 
matter, Section 42 was returned to its prio 
state and Section 126 was added to mak 
certain that all'the income of the deceden 
will run through the tax mill.” In effect 
Section 126 says that income which woul 
have been ordinary income to the decedent™ 
had he lived, is to be taxed to his estates 
or the person to whom paid as the decedent 
would have been taxed had he lived and re. 
ceived it. It appears from a fair reading 
of the section and from an analysis of its 
purposes that it should apply to payments 
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4 
under a contract such as the one we ar |T'S 


here discussing.” This is borne out by the 


decisions in two cases: ' 
In O’Daniel’s Estate,” it was held that 3 
bonus for the year 1943, which was not fixed 
or paid until after decedent’s death in 194% 
was includible in the income tax return of de 
cedent’s estate for 1944 under Section 126 (a)f 
In Davis’s Estate,’ payments to an em 
ployee’s widow pursuant to a contract with 
the employer were held to be income to the 
widow under Section 126 (a). 
If such payments are includible in th 
gross income of the death beneficiary unde 
Section 126 (a), then under Section 1269 
(c) the estate tax attributable thereto i 
deductible. Under Section 126 (c) (2) (C\ 
the amount of the tax which is deductibk 
is taken off the top of the estate taxes paid 


Attitude of internal revenue service— 
The Revenue Service has been giving con: 
sideration to deferred-compensation contracts 
of the sort discussed herein. Some sort 0 
policy determination in the form of a mimeo: 
graph or other ruling has been long ex- 
pected. Skepticism is expressed by Revenutl 
Service personnel regarding the reality oil 
the “contingencies” which are inserted ing 
such contracts. While it seems that the 
answer to such questions must be that the 
facts in each particular case must control 
a ruling to that effect would be of no us 
to anyone. g 


oer 


be a disposition on the part of the Revenue 
Service to “go after” this type of case. Ij 
may well be that they are awaiting a par- 
ticularly blatant test case so that they can 
build up from there. 


In the meantime, there does not seem of 


for the time being, no rulings are being 
issued by the Revenue Service regarding 








tax return. When it was obvious that contingent compensation contracts of the 
considerable hardship resulted from this sort herein discussed. 
% Sec. 134 of the Revenue Act of 1942. % Estate of Davis, CCH Dec. 19,136(M), I 
* Regs. 118, Sec. 39.165-6(a) (3) (i). TCM 814 (1952). 
% Estate of Edgar V. O’Daniel v. Commis- 


sioner, 49-1 ustc {| 9235, 173 F. (2d) 966 (CA-2). 
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Conclusion 


The contingent’ compensation contract 
between the executive and his employer 
with death benefits can be a very satisfac- 
tory arrangement both for its tax effects 
and for its business and family 
quences. Care must be taken, however, that 
the contingencies are so up that, in 
actual practice, they may be shown to be 
The executive could find himself in a 


conse- 
set 


real, 


IT’S YOUR MONEY! - 


“Old-age and survivors’ insurance 
which most people call ‘social security’ 
—is important to you and your family. 
It is insurance based on your earnings 
in work covered by the Social Security 
AaWiss 2 

“Old-age and survivors’ insurance 
coverage does not depend on the number 
of workers employed by an employer. 
Unless a person exempt em- 
ployment, he is covered even though 
he is the only person working for his 
employer. 


works in 


“Practically all workers are now 
covered by social security. Benefits are 
now payable to the self-employed 
regularly employed domestic 
regularly employed agricultural employ- 
ees, and, under certain conditions, em- 
ployees of nonprofit institutions, state 
and local government employees, and 
some federal employees. 


workers, 


‘Both you and your employer pay 
social security taxes on your wages up to 
$3,600 a year. If you work for two or 
more employers during a year and you 
pay tax on wages of more than $3,600, 
you may claim the overpayment as 
credit on your income tax return for 
that year. 

“The tax rate for both the employer 
and employee became 2% on January 
1, 1954 (it was 14% in 1953). 
may be changed—increased or decreased 
—without affecting benefits. 


Tax rates 


“Four times a year your employer 
sends a report to the Federal Govern- 
ment showing the name, social security 
account number, and the amount of 
wages paid to each employee. Your 
wages listed in these reports are credited 
to your social security which is identified 
by your name and account number. 


thoroughly unpleasant tax position if he 
was presently taxed on payments which he 
could not receive until far in the future. 
He may also find that on top of that he 
lias put a weapon in the hand of a hostile 
ex-employer who is attempting in every 
way to avoid paying those future contingent 
payments. It is important to give careful 
thought to each detail of these contracts 
so that they will have the desired effect. 


[The End] 


“Your employer is required to give 
you receipts for the amounts deducted 
from your pay. He must do this at the 
end of each vear and also when you stop 
working for him. These receipts will 
help you keep a record of your account. 

“It is advisable to 
social security account. You may check as 
often as once a year. You should check | 
at least every 3 years, as there is a limit 
to the period within which some correc- 
tions can be made. 

“Write to the Social Security Admini- 
stration, Baltimore, Maryland, and ask for 
a statement of your account. A_ special 
addressed postcard form for this purpose 
can be obtained from any social security 
office or You can use an ordinary postcard. 
Be sure to sign your name and give your 
date of birth and correct social security 
number. ... [Italics supplied. ] 

“Most self-employed people are also 
covered under the social security system. 
Except for farmers and certain profes- 
sional groups such as doctors, lawyers, 
engineers, etc., any individual proprietor 
of a business and the members of a 
partnership must pay a self-employment 
tax. The tax became 3% on January 1, 
1954 (it was 24% in 1953). With few 
this tax is figured on the 
same income that is used in figuring 
the federal income tax. No tax is pay- 
able, however, unless earnings are at 
least $400 a year. And as in the case 
of wages, income in excess of $3,600 a 
year is not taxable. If a person received 
both wages and self-employment income 
during a year, the self-employment tax is 
payable only on the difference between 
the wages and $3,600. Dividends, interest, 
and rents are not taxable ordinarily.”— 
Social Security and You, Commerce Clear-_ | 
ing House, Inc., January 1, 1954. 
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Pennsylvania Announces New Rates 


New classifications and revised rates, for 
private passenger automobiles, relating to 
bodily injury and property damage liability 
insurance, effective December 21, 1953, 
have been approved. The new classifica- 
tions and the revised rates were filed by 
the National Bureau of Casualty Under- 
writers and the Mutual Insurance Rating 
Bureau on behalf of the companies affiliated 
with those organizations. 


Formerly there were three classes of 
private passenger cars as follows: 


Class 1—Car for nonbusiness use and 
with no operator under 25 years of age. 


Class 2—Car for either business or non- 
business use with an operator under 25 
years of age. 


Class 3—Car individually owned, for both 
business and nonbusiness use, and with 
no operator under 25 years of age; also cars 
owned by corporations, copartnerships and 
unincorporated associations, regardless of 
age of operator. 


Under the new classification plan, Class 3 
remains unchanged and Classes 1 and 2 
are subdivided as follows: 


Class 1A—Car for nonbusiness use, with 
no operator under 25 years of age and 
which is not customarily driven to work. 


Class 1B—Car for nonbusiness use, with 
no operator under 25 years of age, which 
is customarily driven to work and travels 
a one-way distance of than ten 
road miles. 


less 


Class 1C—Car for nonbysiness use, with 
no operator under 25 years of age, which 
is customarily driven to work and travels 
a one-way distance of ten or more road miles. 
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Class 2A—Cars with operators under ? 
years of age who are not owners or princ 












pal operators of the automobile, or owner Ada: 
or principal operators under 25 years WM Prar 
age who are married with legal custodj hab 
of a child resident in the household. SCout 


Class 2B—Cars with operators under 2 
years of age who are owners or principd 
operators and are married without legd 
custody of a child resident in the househol 


Rem 


Class 2C—Cars with operators under 2? er 
years of age who are owners or princips 
operators and are not married. B Con 

The revision of rates has been unde 
consideration by the insurance departmer 
for several months. For those companie 
affiliated with the National Bureau of Cas 
ualty Underwriters the state-wide averag 
increase is 4.6 per cent for bodily injury in 
surance and 14.9 per cent for propert R 
damage insurance. For those companieg pret 
affiliated with the Mutual Insurance Rating) for | 













Bureau the state-wide average increase fog C 
property damage insurance is 15.8 per c und 
and there is a state-wide average decreas pret 
of 1.1 per cent for bodily injury insurance Pro: 

rp : - dm pret 

[hese rate increases result from a higift aa 
loss experience in the field of automobile pret 
liability insurance. the 





The rates for nonbusiness cars with n@ 
operators under 25 years of age, which aré 
not used constantly in going to or from 
work, are reduced or remain unchanged i 
most of Pennsylvania’s rating territories. 
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The largest rate increases apply to thos¢ 
cars which are owned or which are operate 
principally by unmarried persons unde 
25 years of age. Based on the advers 
loss experience, these are classed as thi 
most hazardous private passenger car ris] 
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The rate revision is made on a territorial 
basis and varies according to the loss 
experience in the several territories into 
which the commonwealth is divided for 
rating purposes. The new rates result in 
a state-wide average increase of less than 






i per cent. 


Comprehensive 
Coverage 






The revision in rates for private passen- 
ger comprehensive coverage, $50 deductible 
collision coverage and $100 deductible col- 
lision coverage in the various territories, 
results in the following average increases 
and decreases: 


$50 Deductible 
Collision 


$100 Deductible 
Collision 


§ Philadelphia Increase 11.0% Increase 16.8% Increase 2.9% 
Philadelphia suburban Decrease 3.6% Increase 12.2% No change 
Pittsburgh Increase 8.3% Increase 13.0% No change 
S Pittsburgh suburban Increase 2.7% Increase 13.0% No change 
®Scranton-Carbondale Increase 5.3% Decrease 4.1% Decrease 10.1% 
Wilkes Barre-Pittston Decrease 9.1% Decrease 11.9% Decrease 20.2% 
der M§ Berks, Dauphin, Lehigh 
princi and Northampton Counties Decrease 1.8% Decrease 4.1% Decrease 10.1% 
wes Adams, Cumberland, 
a (p Franklin, Lancaster, 
Ss ty ' , 
1StOUM T ebanon and York 
Counties Decrease 1.8% Decrease 4.8% Decrease 12.3% 
Jer 2 Remainder of state Decrease 1.8% No change Decrease 9.2% 
ncipé 
legd a : ‘ f nea) ’ : 
chal [he rates for commercial vehicles were also revised, resulting in the following average 
ter over-all reductions: 
er j e 
} Fire, Theft & 
ncipa 


= Commercial 


unde Local hauling 

me . . 

t o Intermediate hauling 

Danie 2 ; 

ae Long distance hauling 

. ce 

rerag 

ry in 

ypert™ Reductions also were effected in the 
yanie™ premiums for towing and labor costs and 
dating for garage-keepers’ liability. 

se fo Commissioner Leslie pointed out that 
r cen under the new classification plan, collision 





premiums for Class 1 cars are reduced ap- 
proximately 11 per cent, the collision 
premims for Class 2 are increased approxi- 


reasg 
rance 
















vs Smately 15 per cent and the collision 
10D premiums for Class 3 will be the same as 
the old Class 2 premiums. 
th ng 
h are 
fron Georgia Amends 
ed iif Automobile Assigned Risk Plan 
ries, ee : ee ‘ 

Che full text of the official ruling adopted 
thos on December 10, 1953, by Zack D. Cravey, 
rate Insurance Commissioner of Georgia, amend- 
inde ing the state automobile assigned risk plan 
verst™ follows: 

s th “Representatives of the insurance industry 


writing automobile liability insurance in 


, 1959 State Department Rulings 


Comprehensive Collision 
Decrease 10% 
Decrease 25% 
Decrease 18% 


Decrease 10% 
Decrease 25% 


Decrease 9% 


Georgia having proposed an amendment to 
paragraph (a) of sub-section B of Section 14 
of the amendment to the Georgia Automobile 
Assigned Risk Plan, which amendment was 
adopted by me under date of June 10, 1953, 
the purpose of said proposed amendment 
being to require the receipt of a renewal 
premium for the issuance of a renewal policy 
at least 22 days prior to the inception date 
of said renewal policy, and having considered 
said proposal and believing it in the public 
interest, I do hereby adopt the said pro- 
posed amendment and order it incorporated 
within the Georgia Automobile Assigned 
Risk Plan, so that the said paragraph (a) 
as it now stands written will be stricken 
and in its place the following provision shall 
be inserted: 

“*(a) A renewal policy will be issued pro- 
vided the renewal premium stipulated by such 
carrier is received at least 22 days prior to the 
inception date of such renewal policy or’ 


” 
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N EVADA—Carson City recently passed 
an ordinance requiring every insurance 
agent conducting and carrying on insurance 
business within the city to obtain a license 
and to pay a quarterly fee of $3 for each 
and every insurance company represented 
by him.—The Insurance Commissioner has 
asked the Attorney General for a ruling on 
the validity of this ordinance. 


The Attorney General rules: “It is the 
opinion of this office that the provisions of 
said city ordinance are contrary to the pro- 
visions of Section 3656.59 when applied to 
licensed insurance agents who solicit and 
transact insurance business in Carson City, 
but who have established offices elsewhere 
in the State of Nevada. It necessarily fol- 
lows that an insurance agent having an 
established office in Reno cannot be re- 
quired to purchase a license in Carson City 
in order to solicit and transact insurance 
business in said city. We think the lang- 
uage of Section 3656.59 is clear and unam- 
biguous and therefore not subject to being 
given any but its plain and ordinary mean- 
ing.”—Opinion of the Nevada Attorney Gen- 
eral, No. 308, December 17, 1953. 


ASHINGTON — State departments 

may not pay out of public funds all or 
any part of the premium costs of group 
insurance for their employees unless the 
department possesses express statutory au- 
thority to do so. 


“Appropriations are generally divided into 
two classes: (1) appropriations for main- 
tenance and operations, and, (2) appropria- 
tions for salaries and wages. Expenditures 
for operations and maintenance have always 
been considered to be limited to such things as 
are necessarily incident to the performance 
of the duties required by law of the particu- 
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things as office furniture, stationery, nece 























officials, etc. It is extremely doubtful th#been 
the payment by the state of the premiunjtions. 
here in question is necessary to the performfor pz 
ance of the duties of any department. Ti 
fact is that all departments have operate 
since the creation of the state governme 
without such authority. However desirab 
it may be that the state stand such expens 
it cannot, by any stretch of the imaginatiot 
be considered necessary in the sense that tl 
duties could not otherwise be performe§ 
The conclusion is inevitable that the legi# 
lature intended to grant no such power } P 
implication, merely by appropriating mone 
to the various departments for maintenan¢ 
and operations. 


Hé 


ploye 
toget 


: x ee insur 
Appropriation acts have been passed | i 


numerous legislative sessions in substai Pout 
tially the same form for a great many year A th 
Prior to 1947, there was no indication tha). ;, 
the legislature had ever contemplated eith@. 
the inclusion or the exclusion of premium? 
such as this within that term. However 
in 1947, the legislature passed RCW 41.04.0@Ariz 
specifically providing a means for the direc Insu 
payment of such premiums by payroll de 
ductions at the request of the employees 
Again, in 1953, the legislature acted upom 
the same subject by passing chapter 26(jjhave 
Laws of 1953, amending RCW 41.04.03ij§and 
This act makes such payroll deduction petit 
mandatory upon the various auditors wher torat 
they are requested to do so by groups of 2m petit 
or more employees. In addition to thesmto d 
two statutes, chapter 211, Laws of 195i polic 
referred to previously, was an act expressljg to p 
authorizing payment of premiums such 60 1 
this by one department. The passage og life : 
these three statutes is a clear indication tha also 
the legislature has been, at least for the pasg and 


ILJ— January, 1959 Att 










Se 
sure! 

















ix years, conscious of the trend of public 
entiment regarding group insurance cover- 
ge for public employees. - It also seems 
lear that the legislature considered such 
bremiums to be a personal obligation of the 
bmployees, and outside the scope of the term 
wages’ as used in the appropriations act. 





“Apparently the time has now arrived when 
he custom has become more prevalent for 
he employer to pay the total cost of such 
plans. It seems inconceivable that the leg- 
slature could have been ignorant of this 
frend. This is particularly true since it 
bnacted one bill in 1953 accomplishing, for 
ne department, precisely what we are now 
ced to consider for the entire state gov- 
brnment. Furthermore, the two general 
Btatutes upon the subject clearly contem- 
ie su@plate that such premiums are to be paid by 
necehe employee and not by the state. The 
ment@extent of the state’s participation so far has 
11 thibeen limited to making the payroll deduc- 
miungtions. It may be that, in failing to provide 
rformmfor payment of such premiums by the state, 
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The final bill included in this survey of 
Massachusetts insurance introductions, S. B. 
289, would expand the classification of em- 
ployer groups which are permitted to band 
together for the purpose of providing group 
insurance. Permitted groups would include 
Inot only “employers in the same industry” 
but also “employers whose employees are 
1. ; . a 
thet the same or related occupations or trades, 

diag . ° . . ° . . 
., mor in industries with similar hazards of 
ei them ” 
.._ memployment. 
liumg , 
revels 


4.04 Arizona Petition Would Require 


- Insurance Investments in State 


eem™ Seventy-five per cent of foreign life in- 
upomsurers’ reserves in Arizona policies would 
26m have to be invested in Arizona real estate 
1. 03iand securities under terms of an initiative 
tion petition proposed for submission to the elec- 
rhertorate at the next general election. The 
of WM petition would give policyholders the right 
thes to dispose of dividends, refunds and other 
19538 policy values. It would require companies 
essiig tO pay a minimum first-year commission of 
h a@60 per cent of the premium on ordinary 
e omlife and similar policies. The petition would 
thaf#also provide for the recovery of damages 
pas™ and attorneys’ fees and would provide for 
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195@ Attorneys General 





HAT THE LEGISLATORS ARE DOING 


the legislature has misjudged the extent to 
which this practice has developed. If this 
is true, the state government may well be 
behind private industry in this respect. How- 
ever that may be, it seems perfectly clear 
to us that the legislature has dealt with the 
subject matter, and has declined to author- 
ize the payment for such plan out of public 
funds. 


“We believe that the problem calls for the 
application of that very common rule of 
statutory construction that the express men- 
tion of one thing impliedly excludes others. 
(Expressio unius est exclusio alterius. Se 
State v. Thompson, 38 Wn. (2d) 774, [232 
Pac. (2d) 87] and authorities cited.) 


“In our opinion, no state department, 
except those possessing express statutory 
authority, may expend public funds to pay 
group insurance premiums for its employees. 


“We answer your question in the nega- 
tive.’—Opinion of the Washington Attorney 
General, 53-55, No. 150, October 19, 1953. 


reciprocity between Arizona and other states 
in the regulation and admission of insurers. 


Insurance Law Recodification 
Gets Boost in Oklahoma 


The recommended recodification of the 
Oklahoma insurance laws got a boost re- 
cently when the committee on insurance of 
the state legislative council decided to re- 
quest the council’s executive committee to 
authorize funds for hiring personnel to 
study and make recommendations concern- 
ing the laws’ recodification. The insurance 
committee also named a five-man subcom- 
mittee to study workmen’s compensation 
rates and general laws. 

At the meeting, the committee heard Fred 
Albert, secretary of the state insurance board, 
say that he wants license fees replaced on 
agents for domestic companies and that he 
also wants a plan mapped out for regulating 
and licensing claim adjusters. 

Insurance Commissioner Dickey told the 
committee that he wants the injunctive 
authority to clamp down on companies 
which are operating in the state without 
licenses or in an illegal fashion. 
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1953 Life Insurance Sales 
Outdistance Those of Previous Year 


Sales of life insurance in the first 11 months 
of 1953 were up 17 per cent above the same 
period in 1952, according to LIAMA, as re- 
ported by the Life Insurers Conference. 


November sales amounted to $3.042 billion, 
boosting the 11-month total to $32.615 bil- 
lion. The November figure was also 17 per 
cent above the same month in 1952. 

The November statistics: ordinary, $1.953 
billion, up 8 per cent; industrial, $549 million, 
up 8 per cent; new group, $540 million, up 34 
per cent. 


The breakdown for the 11-month period: 
ordinary, $2!.268 billion, up 17 per cent; 
industrial, $5.916 billion, up 7 per cent; new 
group, $5.431 billion, up 29 per cent. 


Bank Fights Borrower 


A borrower from a Georgia bank secured 
his loan by a bill of sale for an automobile. 
A condition precedent imposed by the lender 
was that the car be insured. The premium 
for the insurance was paid to the bank officer 
who agreed to obtain the policy. 

When the car was later damaged in a col- 
lision, it was discovered that the bank had 
not obtained the insurance. The borrower 
still owed the bank and was faced with the 
prospect of paying for repair of the auto- 
mobile. He sued the bank for breach of its 
contract to obtain the insurance. 


The bank demurred on the ground that it 
could not itself insure as an insurer, because 
it was not authorized to do so by the laws of 
Georgia. The trial court overruled the de- 
murrer because the action was not predicated 
on a contract whereby the bank as an insurer 
was to insure the automobile, but upon a 
contract whereby the bank was to procure 
a policy of insurance covering the property. 
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The overruling of the demurrer was > | 
on November 7, 1953, by the Georgia Cou 
of Appeals in Farmers & Merchants Bank; 
Winfrey, CCH Conpitionat SALE—CHATH a 
MortcGacE Reports. §| 13,027. n 


Wife Wins Premium Tax Spat 


Way back in 1937, a New York husban 
and wife agreed to disagree and were legally 
separated. The wife received $400 a mont 
and, in addition, the husband was to pa 
premiums on a life insurance policy up 
which the wife was beneficiary. By 194 
the wife found it necessary to sue her hu: 
band to keep the policy in effect. The sw) 
ended in a consent decree with the husbar 
confirming the original separation agreemer 

In 1944, the husband obtained a Florid 
divorce and the separation agreement wa 
incorporated into it. : 


At this point, the wife claimed that sl 
should not have to pay taxes on the $4 — 
payments or the insurance premiums. Si 
claimed they were not taxable because (| 
they were not incident to a decree of divord 
and (2) divorce was not contemplated at thi 
time the separation agreement was made. 
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When the controversy reached the Taq 
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Court, the lady won on the insurance pre f 
mium issue but lost on the other. The $40 ' 
payments were held to be incident to tl A 
divorce decree and therefore taxable to th® wo: 
wife. and 
The court agreed with her, however, tha 193 
she was not taxable on the insurance preg ff 
miums, on the grounds that she was not th Pas 
owner of the policy, that her rights weg ™° 
contingent upon the death of her formeg ©! 
husband before her (as well as the fact tha > 
her interest in the policy would be terminate 2"¢ 
by remarriage) and that the intent of th@ ° 
insurance provision in decrees was to secut 7 
her monthly payments.—Smith v. Commid@ gra 
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PERSONS AND EVENTS — 





| General Manager J. F. Follmann, Jr., forum will present experts from industry, 
| of the Bureau of Accident and Health research, government and medicine. The 
| Underwriters, will speak before the Ac- group conferees will build their program 
| cident and Health Club of New York toward a panel on “Voluntary Insurance 
City on “Accident and Health Insurance Accepts the Challenge.” 
—An Opportunity for Public Relations.” 
The speech is set for January 26. On 
the same day, L. A. Orsini, manager of 
the bureau’s Group Division will speak 
before the New Jersey Bureau of Acci- 
dent and Health Underwriters in Newark, 
B New Jersey, on “Hospital Administra- 
: tion Procedure for Group Insurance Hos- 
pitalization Policies.” 


ae 


The National Association of Insurance 
Commissioners, at their midyear meeting 
in Miami Beach in December, elected | 
Donald Knowlton of New Hampshire 
as vice president, a post left vacant by 
the death of Commissioner Butler of 
Texas. (C. Lawrence Leggett of Mis- 
souri was elected Executive Committee 
Chairman. It was decided that the 1954 


Ffirmell | 


Cod President A. J. McAndless of Lincoln NAIC annual meeting will be held June | 
ank@| National at Fort Wayne has been elected 7-11 in Detroit; the midwinter meet- | 
LATTE a member of the Actuary Advisory Com- ing is scheduled for December, 1954, in | 

mittee for the Veterans Administration. New York City. 


The Law-Science Institute of the Uni- Dr. Emanuel Schwartz of Brooklyn, 
versity of Texas will hold a short course New York, has received an appointment _ | 


es 
| on legal medicine and elements of effective January 1, 1954, to the three- 


194 
r hus 
1e Stim 
isban 


isban| medicolegal litigation for trial lawyers member Medical Practice Committee of 
legall and others professionally concerned with the New York State Workmen’s Com- 
nont personal injury cases from February 12 pensation Board, Miss Mary Donlon, | 
O pa to February 20, Professor Hubert Win- board chairman, has announced. Dr. | 
up ston Smith, director of the institute, has Schwartz succeeds Dr. Joseph Raphael, 


| announced. also of Brooklyn, who retired December 
31 after serving as a member of the com- 


The Hospital-Medical Committee and ; ; 
- os wor? : eee mittee since August, 1944. 


the Group Committee of the Health and 







ema Accident Underwriters Conference will The Life Underwriter Training Coun- 
oe discuss some of the major outstanding cil has enrolled an all-time high of 9,877 | 
lorid | problems facing their industry at a three- students in 507 classes across the nation, 


it Wa day session, February 8-10, at Chicago’s according to a report by Loran E. 


Drake Hotel. The MHospital-Medical Powell, managing director of the council. 


at si 
> $4 a — ae — 

Sha 
se (1 
livor sioner, CCH Dec. 20,024, December 8, 1953, ing 1953, 33 fellowships were awarded, an 
at th@ 21 TC, No. 40. increase of seven over 1952 and nine over 
de. the previous year. 
> Tal Award 79 Fellowships Mr. Ackerman, who is also dean of the 
e pre H d School of Business Administration of the 
e $40 for Home Office Stu Y University of Connecticut, revealed that 
to th =A better understanding of insurance at the fellowships embrace individual courses of 


to th@ work is the aim of the 46 life, fire, casualty study ranging from four to six weeks, the 

} and surety companies who have awarded _ curriculum being adjusted to the interests 
- thas 79 fellowships to teachers for study of home of each teacher-student. He explained that 
e pre office procedures and practices during the the opportunity for study under day-to-day 
ot tug Past three years, according to an announce-_ conditions is expected to lead to improved 
wem ment by Laurence J. Ackerman, chairman college teaching of insurance subjects through 
ormel Of the committee which administers the the development on the part of each teacher 





t thay Summer Fellowship Program for the insur- of a broader knowledge of company opera- 
inate’ ance business and the American Association tions and of current insurance problems fac- 
f th of University Teachers of Insurance. ing the industry. It is also expected, he said, 
secul The announcement revealed that the pro- that the program will help build good will 
mmig™@ gram is increasing in size each year. Dur- for the insurance business. 
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Insurance in Mexico 


The following résumé of the insurance 
industry in Mexico was prepared by the 
Insurance Staff, Bureau of Foreign Commerce, 
United States Department of Commerce: 


Operations of insurance companies are 
supervised by the Mexican Government 
through the Oficina de Seguros y Fianzas 
(Office of Insurance and Finance), which is 
part of the Secretaria de Hacienda (Ministry 
of Finance). Mexico’s basic insurance law 
is the General Law of Insurance Companies 
which was enacted in 1935 and has been 
amended from time to time since then. 

As a matter of law, foreign insurance 
companies are not prohibited, it appears, 
from setting up subsidiaries in Mexico which 
are incorporated under Mexican law. Such 
subsidiary is required to have a minimum 
capital in Mexico of 500,000 pesos for each 
branch of insurance transacted. (The peso 
is the basic unit of currency. An exchange 
rate of 8.65 pesos to the United States 
dollar was established in 1949.) Further, 
all assets of the parent company are held 
liable for obligations incurred in Mexico. 
Foreign insurers must be legally qualified 
to operate under the laws of their home 
country and have been so operating for at 
least five years. A local agent must be 
appointed with full authority to represent 
the company in Mexico. 


There are deposit, reserve and reserve 
investment requirements. Unearned pre- 
mium and loss reserves must be maintained 
and invested in Mexico. Approved invest- 
ments for capital and reserves include 
government-guaranteed obligations, mort- 
gages, stocks and bonds of Mexican com- 
panies (other than mining, petroleum or 
insurance companies) and urban real estate. 
At least 30. per cent of technical reserves 
must be invested in government paper; not 
more than 10 per cent may be invested in 
shares of stock companies nor more than 
50 per cent in real estate. 


In September, 1953, the Ministry of Finance 
issued a regulation making certain farm 
loans legal for insurance companies. Up to 
10 per cent of capital and reserves may be 
lent directly to farmers and up to 20 per 
cent may be used to rediscount prime farm 
paper held by banks. In both cases, the 
object of the loan must be to finance the pro- 
duction of corn, beans and wheat. The 
regulation is permissive, not obligatory, and 
its issuance is in line with a recent govern- 
ment statement stressing the need to in- 
crease food production and raise the standard 
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of living. The maximum that could be in- 
vested by the Mexican insurance industry 
under this authority is about 768 million 
pesos (U. S. $27 million), on the basis of 
insurance company capital and reserves as 
of December 31, 1952. 








There were 65 authorized insurance com-§ 
panies operating in Mexico at the end off 
1952. Life insurance was sold by 24 in- 
surers, fire by 47, marine and transport by 
31, automobile by 28, public liability and 
workmen’s compensation by nine, accident 
and health by six, farm by six, credit by 
one and miscellaneous branches by 18. In- 
cluded is one nonlife company owned and 
operated by the Mexican Government. AJ 
former government-owned life insurance 
company was sold to private interests in} 
194, Virtually all foreign insurance compa § 
nies withdrew from Mexico following en-§ 
actment of the General Insurance Law off 
1935. Although it does not appear that any 
foreign insurance company has established § 
a branch in Mexico since 1935, United® 
States, French, Italian and Canadian insur- 
ance companies are said to have interests 9 


S 


in some Mexican insurance companies. ' 





ame 


The Mexican insurance industry has en- 
joyed steady growth and expansion. Dur- 
ing the six-year period 1947 to 1952, statutory 
reserves of all Mexican insurance coimpa-§ 
nies increased 120 per cent, going from 3309 
million pesos to 723 million; capital in- 
creased 60 per cent, from 62 million pesos 
to 100 million; admitted assets increased 118 
per cent, from 497 million pesos to 1,081 
million; yearly premium income increased 
155 per cent, from 236 million pesos to 602 
million; yearly income from investments in- 
creased 110 per cent, from 22.8 million pesos 
to 48.8 million; yearly profits increased 136 
per cent, from 13 million pesos in 1947 to 
30.7 million in 1952. By way of comparison, 
national income increased about 60 per cent 
between 1947 and 1951 (the latest year for 
which estimates are available), rising from 
26.3 billion pesos to 42 billion. 


Life insurance premiums increased 104 
per cent between 1947 and 1952, advancing § 
from 90 million pesos to 184 million. In 
comparison, time deposits in savings banks 
increased 106 per cent, according to one 
estimate, from 380 million pesos to 781 mil- 
lion. Life insurance in force increased from 
1% billion pesos (170,540 policies) in 1947 
to about three billion pesos (236,500 polli- 
cies) as of December 31, 1952. 


Aggregate investments of all Mexican in- 
surance companies totaled 958 million pesos, 
as of December 31, 1952. Of this total, 248 
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MEXICO: INSURANCE STATISTICS 


(in 1,000 pesos) 


Gross Net Gross Net 
Branch of Premium Premium Losses Losses 
Insurance Income Income Incurred Paid 

1947 
Life 89,978 85,220 18,448 16,817 
Fire 77,630 24,202 29 866 9,551 
Marine 27,513 7,894 15,262 3,992 
Automobile 24,892 19,202 17,444 12,554 
Liability 9,892 9,025 3,503 3,363 
Accident and Health 696 155 117 40 
Farm 2,789 1,180 867 210 
Credit 48 18 
Miscellaneous 2,890 795 1,371 263 

Total 236,328 147,691 —- 86,878 +~—- 46,790 

1952 
Life 183,810 165,003 40,403 34,123 
Fire 241,224 79,334 105,332 27,472 
Marine 65,399 18,687 39,939 8,917 
Automobile 70,917 61,307 40,025 32,581 
Liability 14,744 11,387 5,340 4,723 
Accident and Health 4,319 683 1,535 253 
Farm 14,728 3,072 8,384 1,023 
Credit 1,644 960 762 198 
Miscellaneous 5,388 2,426 1,912 869 

Total 110,159 


602,173 


342,859 243,632 





million pesos (26 per cent) was invested in 
government bonds; 200 million (21 
per cent) in real property; 91 million pesos 
(9% per cent) in policy loans; 68 million 
pesos (7 per cent) in accounts receivable; 
61 million pesos (6 per cent) in mortgage 
loans; 59 million pesos (6 per cent) in re- 
serves with authorized reinsurance compa- 
nies; 44 million (4%4 per cent) in 
mortgage bank stock; 35.5 million pesos (4 
per cent) in industrial loans; 32 million 
pesos (3% per cent) in demand deposits; 
27 million pesos (3 per cent) in stock in 
financial institutions; 23.5 million pesos (2% 
per cent) in industrial stock; 69 million 
pesos (7 per cent) miscellaneous. 


pesos 


pesos 


The accompanying table gives premium 
and loss data in the Mexican insurance in- 
dustry in 1947 and 1952. 

Mexican insurance companies paid net 
premituns of 119.9 million pesos to foreign 
reinsurers in 1952, according to reports. Re- 
covery of losses against this amount was 
reportedly 90.2 million, resulting in net for- 
eign receipts abroad of 29.7 million from 
reinsurance of Mexican risks. British re- 
insurers have traditionally handled the bulk 
of Mexican needs for foreign reinsurance. 
In 1952, British companies received about 
48 per cent (57.4 million pesos) of the re- 
insurance premiums paid abroad. United 


The Coverage 


States insurance companies received about 
24 per cent (28.5 million). The rest was 
shared by some 30 companies in all parts 
of the world. 

Premiums on reinsurance accepted by 
Mexican reinsurers from foreign insurance 
companies in 1952 amounted to 34.7 million 
pesos, against payments for losses abroad 
of 24.8 million. More than half (19.3 mil- 
lion) of the 1952 acceptances were ceded by 
British companies. 

An amendment to the general insurance 
law adopted January 15, 1952, requires that 
insurance on risks and property located in 
Mexico may be bought only from author- 
ized insurers. Aside from its application to 
life insurance and insurance on risks (fire, 
casualty, etc.), physically located in Mexico, 
this amendment is reportedly also being in- 
terpreted to require that marine insurance 
on cargo shipments to and from Mexico be 
bought from authorized insurers, whenever 
the insurable interest involved is located in 
Mexico. Persons who buy insurance from 
unauthorized insurers are subject to fine 
and imprisonment, as are agents and bro- 
kers who represent the unauthorized in- 
surers. Exception may be made to. this 
requirement by the Minister of Finance on 
a showing that the authorized insurers are 


(Continued on page 64) 
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**A Part of the Maine’”’ 


The American Life Convention. R. Carlyle 
Buley. Appleton-Century-Crofts, Inc., 35 
West 32nd Street, New York 1, New York. 
1953. Two volumes, 1,397 pages. $15. 

These two volumes contain the history 
of a great midwest association of life in- 
surance companies, an association which 
started in 1906 with a membership of 34 
smali western and southern companies rep- 
resenting 4 per cent of the legal reserve 
life companies. It has grown in 47 years 
into an association of 234 members which 
hold approximately 97 per cent of the legal 
reserve life insurance in the United States 
and Canada. 

To write the history of an association 
like this is almost equivalent to writing the 
history of the industry. The purpose of 
the association is to mold the business 
course of the industry for, as historian 
Buley says, the association: spent its early 
years wrestling with the problems of com- 
pany management, agency organization, re- 
bating, twisting, expense of new business, 
taxation, investment, legislation and state 
supervision. 

The first volume covers the period from 
formation to 1920. To understand the 
causes which lead to the convention, it is 
necessary to understand the conditions in 
the insurance industry as they existed at 
that time. The author provides a wealth 
of background facts in the first four chap- 
ters: The Beginnings of Life Insurance; 
Life Insurance in the United States—1843- 
1868; Growing Pains—1869-1905; and “1905.” 

The reader who is somewhat familiar 
with the history of life insurance will recog- 
nize that this background is made up of 
the Civil War period, the period of the 
investment and other manipulation scandals 
in New York and the period of the Arm- 
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strong Investigation. 
in the middle of the muckraking era 
the Armstrong committee began investigat- 


ing insurance companies doing business ing | 
® mu 


New York and that insurance generally 
received much national publicity and noto- 
riety because of muckraking articles anéj 
the press and the Armstrong committee 

In 1906 there was also the 
federal supervision. With the first laborsj 
of organization out of the way, the first 
annual meeting of the American Life Con- 
vention was held in Chicago on September 
28, 1906. 


The meeting had been announced in vari-§ 
ous insurance journals, most of which exf 
plained that the American Life Convention 
was an organization of the smaller westerif 


and southern companies. Early in Sep- 
tember the Western Underwriter carried 4 
story under the head “They Are on Trial! 
It said that the proceedings would be 
watched with great interest, since upon 
them would depend much of the future de 


velopment of these companies. The futility) 


of prophecy was illustrated when it stated 
that the original questions which brought 
the companies into the “alliance”—federal 
supervision and preliminary term valuation 
—were practically dead issues. The mem: 
ber companies were cautioned against yield- 
ing to the temptation to take on an influx 
of agents whose commissions had been cut 
by the older companies in compliance with 
the New York laws, and, with the high 
commissions made possible with prelimi 
nary term and deferred dividends, reap a 
harvest of lapses, small dividends, dissatis- 
fied policyholders and repressive laws. It 
was hoped that the representatives of these 
young companies would “be strong and big 
enough to take a broad view, look well into 
the future, and demonstrate to the country 
that these young institutions, without com 
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pulsory legislation, stand for what is good 
in business.” 

Volume two of this history begins with 
chapters entitled The Depression Decade, 
Insurance Becomes Commerce, In Recent 
Years and Conclusions. The prophecy of 
the journalist regarding the first meeting 
was an ill-starred one because the American 
Life grown into an out- 
| standing association which has benefited its 
industry and the public in many ways. 














Convention has 


This history does not detail the functions 
| of the staff as much as it does highlight the 
faction taken by the members in broader 
i fields. But to cite what the staff does is to 
| show the need for the ALC. 
05—E When the staff consisted of a secretary- 
_thatil counsel and two or three typists, its work 
hee was relatively simple and obvious; when 
ligat- i . é Mg se - : 
ss inet consists of 29 officers and assistants with 
rail multifarious duties which reach into almost 
otal all phases of life insurance, the picture is 
: clear. The headquarters organiza- 
tion combines various functions. Under 
the direction of the executive committee 
of the convention it performs administrative 
duties. It co-ordinates committee work; it 


not so 
ittee§ 
or Of 
abors 


first engages in legal, actuarial and statistical 
= research; it offers consulting service in 
mber 


Bvarious fields; it gathers information and 
® publishes it; it keeps accounts and handles 


var-™ the many details incidental in the manage- 
h ex## ment of any sizeable business. Since duties 
ntiouare allocated upon the basis of subject 
‘Sterif} matter rather than upon a functional basis, 
Sep naturally there is some overlap, but co- 
ied operation among the members is immediate 
‘rial. and constani. Members of the staff may 
d bebe called upon for anything from a com- 
uponm prehensive study of some legal or actuarial 
‘e de™ problem to securing a room reservation. 


tility Among the dozens of subjects to be kept 


stated track of and studied are accident and health 
ought# insurance, agents’ qualifications, group in- 
.deralsurance, federal income taxation of life in- 
lation surance companies, investments, income 
mem-@taxation of policyholders, litigation, mail 
yield-§order insurance, pension and _ retirement 
influx™ plans, policy forms, premium taxation, rate 
n cul§regulatory trends, retaliatory laws, salary 
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savings insurance, security, status 
of agents for unemployment compensation 
and social security purposes, valuation of 
securities, and wage and salary stabilization. 






In addition, the staff keeps track of legis- 
lation, furnishes information to government 









thestagencies and committees, and serves as 
id bigfliaison agent between the life insurance 
| intof/companies and the state insurance com- 





other life insurance organiza- 
other trade professional 


missioners, 
tions, and 


untry 
con 


_ 1954 





and 





Books and Articles 








associations. The members render reports 
on their respective departments to the con- 
vention at its annual meeting; they visit 
the home offices -of member companies; 
they make many talks during the course of 
the year—not only to the convention’s re- 
gional meetings and to other trade and 
professional organizations, but to local 
underwriters’ clubs, civic organizations and 
similar and thus serve as public 
relations representatives. Informally and 
incidentally, they serve as disseminators 
of ideas and information and as a clearing 
house for personnel information. 


groups 





Policyholders can well be thankful that far- 
sighted men banded themselves together in 
associations like the ALC. To paraphrase 
John Donne, no insurance company is an 
“land, intire of itselfe ” Every com- 
pany is a part of the main—through or- 
ganization, what has benefited the companies 
has benefited the policyholder, and vice versa. 


Live Law on Dead Bodies 
The Disposal of the Dead. C. J. 
R. P. Brittain and T. K. Marshall. 


Polson, 
Philoso- 


phical Library, Inc., 15 East 40th Street, 
New York 16, New York. 1953. 300 pages. 
$7.50. 


England and 
has been put together by a professor of 
forensic medicine, University of Leeds; a 
senior lecturer in forensic medicine, Uni- 
versity of Leeds; and a lecturer of forensic 
medicine, University of Leeds. It deals 
with such subjects as disposal, cremation, 
burial, exhumation and embalming. 


This book was printed in 





ARTICLES 


Atticles of interest in other 
legal publications 


Looking into the Future . . . The last 
two decades have been marked by a trend 
toward a strong centralized government, 
and the insurance business has become in- 
creasingly aware of the significance of this 
trend. There have been several develop- 
ments in the last five years which demon- 
strate how federal power might be exercised 
in certain areas of insurance company activi- 
ties: Federal Trade Commission activities, 
the attack on bigness, capital for small busi- 
extension of the Securities and Ex- 

Act, private placements — direct 
regulation under the Defense Pro- 
duction Act, and the sale of insurance on 
government military installations. 


ness, 
change 
loans, 
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Whether these experiences and others like 
them will recur depends, the author states, 
upon the quality of state supervision, the 
conditions that give rise to new demands 
for federal action, and how well the leader- 
ship of the business acquits itself in dealing 
with new problems. The author is general 
counsel, Life Insurance Association of 
America.—Thoré, “Influence of Federal 
Powers on the Future of Life Insurance,’ 
Journal of the American Society of Chartered 
Life Underwriters, Winter, 1953. 


Host-Guest Problems . . . The author, 


lecturer in law at Marquette University 

Law School, covers the historical back- 
, 

ground giving rise to the questions of 


contributory negligence and assumption of 
risk in host-and-guest cases, and the strug- 
gle of the Wisconsin Supreme Court with 
the problem of whether assumption of risk 
and contributory negligence are one and 
the same or whether they are separate and 


distinct. After discussing the legal prin- 
ciples and their application to particular 
facts, he considers the problem which the 





judges face in the presentation of the pag 
ticular cases to the jury. 






In conclusion, he points out that ‘we ca 
proceed upon the legal theory that it | 
well engrafted in our common law that 







“1. Assumption of risk is a complete dd 
fense wherever the negligence of the host 
driver, which negligence is assumed by thie 
guest, causally contributes to the accidenii 














“2. That contributory negligence is sep 


arate and distinct from assumption of ris 
and that negligence on the part of a gues 
is subject to the limitations of the Wisconl 
sin Comparative Negligence Law. 





“3. That the principles laid down by 
[the Wisconsin] Supreme- Court in hos 
and guest cases are sound and are not ig 
need of change, and that the only proble 
which exists is the matter of interpretatia 
as it applies to the facts in each particula 
case.”—Kluwin, “The Problems of Hos 
Guest Cases As They Relate to Contributor 
Negligence and Assumption of Risk,” Ma 
quette Law Review, Summer, 1953. 











A POLICY DECISION FOR WORKMEN'S COMPENSATION, 


| 


| 


most hazardous occupations. It might not 
lead toward improved legislation, as there 
would be little incentive for employers made 
liable for more compensation through nego- 
tiations to support increased benefits as a 
matter of law. However, labor organiza- 
tions, recognizing these limitations, may 
nevertheless take this course if they con- 
clude that it is the only practical way open 
tc improvement. 


Conclusions 


The Nation needs to make a fundamental 
policy decision with respect to work injury 
compensation—whether the living stand- 
ards of the occupationally disabled and their 
families should continue to be reduced to 
harmful levels, or maintained at a proper 


standard to support health, security and 
well-being. 
Essentially the question is whether mid- 


twentieth-century America is willing to meet 
the objectives of a form of social legisla- 
tion that was modestly conceived in the 
late nineteenth century. The necessary re- 
forms are obvious. If benefits of half of 
wages, and sometimes more, were reason- 
able in the beginning of this century, a 
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Continued from page 22 


























T 
= in 
strong case can be made for adjustin C 
benefits to a full three fourths or foi 
fifths of wages today and making the ben¢ . 
fits payable for the full duration of di#® pen 
ability or dependency. A proper remedg repl 
must also include comprehensive medic pow 
care and rehabilitation. This is a standar Ir 
accepted for federal employees and in som , }; 
Canadian provinces. It represents nothing cage 
more than the original objectives of the) ee 
legislation, together with the improvement® yo. 
that have become appropriate with the ex jum 
pansion of the economy and the growinf ques 
concept of workers’ security. It is still @ feng 
modest level of protection, without whiel SS 
even the least hazardous employment & ; 
poses the employee to economic risks tha. U 
he should not be made to assume. Ther ingh 
is no question that the economy can affori the 
to provide this protection, especially in view °' © 
of the long-term trend toward greater safety '* 
There is little question that the moral haa ‘°° 
ard in workmen’s compensation is negligibl wha 
and that no valid bar exists to proper level to e2 
of compensation that could not be overcom@ "P°! 
by sound administration. Without suc “4 
reforms, the nation’s first social insurand ploy 
program faces a very uncertain future. oh. 
[The End —_ 
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NEGLIGENCE 


Summaries of Selected Decisions 


NEGLIGENCE REPORTS 


Liability in Hazardous Occupation 


The highest degree of care is owed to an 
invitee where the occupation engaged in 
is hazardous, rules the Florida Supreme 
Court. 


The plaintiff is an employee of an inde- 
pendent contractor who was engaged in 
replacing defective poles on a 66,000-volt 
power transmission line. 

Inspection by the defendant had brought 
to light certain “bad” poles and it had en- 
gaged the plaintiff's employer to exchange 


new for “bad” poles. While the plaintiff 
was so engaged a “bad” pole broke; he 
jumped and was severely injured. The 
question is: What was the duty of the de- 
fendant toward the plaintiff when both 


knew of the hazard of the work? 

Under the rule laid down in the Vanland- 
ingham case, 18 So. (2d) 678, the law requires 
the defendant to exercise a high degree 
of care to provide safe working conditions 
for employees of an independent contrac- 
tor in work such here involved; but 
what will constitute a discharge of the duty 
to exercise a high degree of care will depend 
upon the circumstances of each case. For 
example, it is obvious that where the em- 
ployee is injured as the proximate result 
of conditions or defects which his employer, 
the independent contractor, is engaged to 
correct, liability cannot be predicated on 


as 


Negligence 


Selected Decisions 
from All Jurisdictions é 


mere fact alone that those conditions 

unsafe. However, a person having 
work done on his premises is not absolved 
of all duty to workmen simply because they 
happen to be employed by the independent 
contractor to whom the work is entrusted. 


the 
were 


It was uncontroverted by the evidence 
that neither the plaintiff nor his employer, 
the independent contractor, had actual no- 
tice of the fact that the pole was rotted 
at the base. The work sheets furnished to 
the contractor simply designated all poles 
to be replaced as “bad,” whatever the rea- 
son for replacement. The fact that before 
climbing the pole the plaintiff observed 
evidence of a previous examination of the 
pole at the base did not, by any means, put 
him on notice that the results of the test 
showed rot, or that because a test had been 
made the pole should be piked or braced 
for climbing, 


The question of excessive damages was 
raised on appeal because the plaintiff 
was awarded $225,360, which the reviewing 
court did not think was excessive in view of 
the plaintiff’s injury. 


also 


The plaintiff suffered a compression frac- 
ture of the first lumbar vertebra with dis- 
placement of the vertebra backward into the 
spinal canal; a fracture of the tibia and 
fibula of the right leg with a comminution 
of the fragments; a brain concussion, and 
other contusions. He was hospitalized for 
seven months; was in a state of acute shock 
for a considerable length time; spent 
many weeks on a special arched bed frame; 
wore a body cast for almost three months, 
a leg cast for six months, and braces there- 
after; had to undergo a bone graft operation 
on his leg because the fracture would not 
heal; and has been forced to wear an in- 


51 


of 





dwelling catheter, a penile clamp, or some 
other apparatus for artificial control of 
urination at all times since his injury. 

The permanent disabilities resulting from 
his injuries are manifold. The doctors testi- 
fied that due to the interruption of nerve 
supply in the injured spine, the plaintiff has 
virtually no control of either his bladder 
or bowel activities; is unable to perform 
any sexual functions, being incapable of 
having an erection or sexual intercourse; 
has suffered marked atrophy of the pro- 
pulsion muscles in his buttocks and the 
whole right lower extremity, severe loss of 
position sense in the right foot, and loss 
of muscle strength in the left leg, necessi- 
tating support in walking and causing stagger- 
ing and a steppage gait from the dropped 
right foot which he is unable to pull up. 


From this, and other evidence that the 
jury had the right to believe, is shown the 
picture of a man who, prior to the accident, 
was in the prime of life—an outdoor man 
who was healthy, strong, vigorous and 
virile. He liked to fish and hunt and to 
take his family with him on these excursions. 
Before the accident he enjoyed dancing, 
playing cards, and other mingling with 
people socially. The accident has left the 
plaintiff totally disabled from an economic 
point of view and has severely disabled him 
from a social standpoint. He has no active 
power of locomotion. He has frequent 
severe headaches. He is completely im- 
potent. He has no control of his bowels 
or urine, and as a consequence always has 
a foul, nauseating stench about him. He 
no longer has an active and normal family 
life or any ‘social contacts. As the result of 
his humiliating injuries the plaintiff has 
grown seclusive. He has built up a strong 
sense of frustration. He has become ex- 
tremely irritable and is subject to fits of 
deep deptession. At times he threatens 
suicide. 

Held: Judgment for plaintiff-employee 
affirmed.—Florida Power & Light Company 
v. Robinson. Florida Supreme Court. No- 
vember 17, 1953. 2 NEGLiGENcE Cases (2d) 
990. 


Assumption of Risk 


Where primary case of negligence is made 
and the negligence is remote and not the 
proximate cause of the injury, no action 
will lie, rules the Colorado Supreme Court. 


The facts can be stated briefly. A pole 
supporting a power transmission line broke 
in a windstorm and the electric power lines 
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were suspended a few feet above the ground 
obstructing the plaintiff’s use of his drive 
way. He attempted to raise the pole and in 
doing so came ‘in contact with the wires and 
was injured to the extent of $21,465. 
jury brought in a verdict of $7,500. The 
court set aside the verdict and dismissed the 
complaint. 

But here is an interesting sidelight. After 
the verdict had been returned, the counse 
for the defendant utilities corporation stated 
to the counsel for the plaintiff in the pres. 


ence of the trial court that he would like 


to have 20 days in which to file his mo- 
tions. The request was granted and the 
court entered an order without objection 
giving the defendant 20 days to file such 
motions. Within the 20 days the defendant 
filed a renewal of a motion for a directed 
verdict or a motion for judgment notwith- 
standing the verdict; also, a motion t 
correct the verdict and a motion for a ney 
trial or an order dispens:ag with it. 


At the time of the hearing on_ these 
motions, plaintiff’s counsel filed motions t 
strike defendant’s motions on the grount 
that the rules of civil procedure requiré 


such motions to be filed within ten dayg 


after the verdict. 

The supreme court said: 

“There is nothing in this rule that pre 
cludes the parties from voluntarily agreeing 
to a longer period within which to file suc 
motion, and such action by counsel defeats 
no purpose of the rule. The acquiescence 
of plaintiff's counsel in such an order with 
out objection related only to a procedura 
matter and was not a surrendering of an) 
substantial legal rights of his clients. Wher 
counsel now claim ignorance of the term! 
of the rule at the time the order was en 
tered, they cannot be relieved of the com 
sequences on that plea, because even laymel 
are held to the proposition that ignorance 
of the law is no excuse. When they failed 
to object and permitted counsel for defend: 
ant to depend upon the extended time, the 
are estopped from taking any advantage 0 
the act so permitted to be done by defend 
ant’s counsel, and cannot now prevail in ¢ 
position inconsistent with their positioy 
upon which their adversary acted. 

“We find 98 mimeographed pages of brie 
and reply brief on questions that shoull 
not have required half that much unneces 
sary reading. First of all we find plaintil 
consumed twenty-two pages in discussiol 
of a point that should never have been her 
at all; and in good grace, counsel was i 
no position to raise the question. We refe 
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to the objection to the extension of time 
in good faith ordered by the trial court for 
the filing of motions after the verdict. 
Plaintiff does not deny, and tacitly admits, 
consenting to such order, but claims it was 
done in ignorance of the rule. At the time 
of the order allowing counsel for defendant 
twenty days in which to file motions, de- 
fendant’s counsel asked no more of a favor, 
and likely less, than plaintiff's counsel later 
asked this court, namely, for leave to file 
its opening brief after the expiration of time 
under the rules. The goose and 
the gander should eat sauce from the same 
platter.”—Jackson v. Mountain Utilities Cor- 

| Colorado Supreme Court. November 

2 NEGLIGENCE Cases (2d) 1004. 


Governmental 
or Proprietary Functions 


When a government enters into an ac- 
tivity in the state fair to amuse and 
entertain the public, this function is pro- 
prietary. California Supreme Court. 


The plaintiff was attending the state fair 
sand was standing near the entrance to the 
horse-show arena. The fireworks exhibit 
frightened the horse and the horse trampled 
the plaintiff. 


The State of California contends that the 
imstate fair is organized and operated solely 
to interest and educate the general public 
in agricultural and industrial subjects—a 
@governmental activity—and, that the mainte- 
nance of the horse-show arena and exhibition 
of the fireworks are likewise governmental 
activities since they are connected with the 
operation of the fair. 


Not so, says the Supreme Court, because 
Bgovernmental immunity turns on the nature 
foi the particular activity that leads to 
finjury. 

Held: Judgment for the defendant State 

of California reversed. “The statements in 

/ Melvin v. State, 121 Calif. 16, 22, are dis- 
Bapproved.” Chafor v. City of Long Beach, 
$163 Pac. 670; Rhodes v. City of Palo Alto, 
223 Pac. (2d) 639; Sanders v. City of Long 
Beach, 129 Pac. (2d) 511 are controlling.— 
.§Guidi v. State of California. California Su- 
fpreme Court. October 23, 1953. 2 NEGLI- 
GENCE CAsEs (2d) 988. 


Gas Explosion 


A gas company, which supplies gas to a 
house through its pipe lines and has con- 
trol of the apparatus for cutting off the 
gas, when notified that gas is escaping 
into the building, owes the duty to the 
owner of the building to exercise reason- 
able diligence to cut off the gas from the 
building. Oklahoma. 


A residence occupied by the plaintiffs 
was constructed in 1945 and occupied by 
the builder and owner until 1947. During 
this period the then occupant notified the 
gas company on numerous occasions that 
gas was escaping in the house. An exam- 
ination was made pursuant to each com- 
plaint but no gas leaks were found. The 
plaintiff moved into the house in September 
of 1947 and on two occasions, in both No- 
vember and December, notified the gas 
company that gas was escaping. On each 
occasion the defendant serviceman made an 
inspection and advised the plaintiffs that 
everything was all right. The gas explosion 
occurred on January 5, 1948. The partition 
walls between the living room and dining 
room were blown down, the plaster on the 
kitchen ceiling was blown off, the roof of 
the house was raised from 12 to 18 inches, 
one wall in the kitchen was blown into the 
yard and several windows were blown out. 
The wife of the plaintiff and his daughter 
were injured, the wife the more severely 
of the two. 

The defendant argues that the gas ex- 
plosion was occasioned by opening leaky 
valves of the kitchen stove. The court 
applies the rule of the case of Nonnamaker 
v. Kay County Gas Company, 253 Pac. 296. 


“It is the duty of a gas company, when 
it receives notice from one of its con- 
sumers that gas is escaping into the build- 
ing, to exercise reasonable diligence to cut 
off the gas. It is the duty of the gas com- 
pany to cause the gas to remain shut off, 
until proper repairs are made in the pipes 
and fittings by the owner, or the gas com- 
pany, if it be the duty of the latter to do so.” 


Held: Judgment for the plaintiff affirmed 
with certain remittiturs on certain items of 
damage.—Oklahoma Natural Gas Company v. 
Appel. Oklahoma Supreme Court. Novem- 
ber 17, 1953. 2 NecLticeNce Cases (2d) 972. 


Provisions for paid vacations, rare only 15 years ago, are now included 


in more than 95 per cent of union agreements.—AFL Research Report. 
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AUTOMOBILE 

| Summaries of Selected Decisions 
Recently Reported by CCH 
AUTOMOBILE INSURANCE 
REPORTS 


Arbitrary and Capricious Conduct 


Where an insurer refuses to settle claim 
and charges that the insured deliberately 
destroyed his truck but offered no evi- 
dence to substantiate such charges, such 
conduct is deemed arbitrary and the in- 
sured can recover attorneys’ fees and 
penalties. Louisiana Supreme Court. 


There are three issues here: 


(1) Has the insurance company the right 
to limit liability under the policy clause 
of the insurance contract? 

(2) Are the incorrect answers given to 
the representatives of the insurance com- 
pany by plaintiff such as would void the 
policy? 

(3) Under the present jurisprudence and 
the pleadings and facts of record, is the 
assured entitled to collect penalties and 
reasonable attorneys’ fees from the insur- 
ance company? 


The plaintiff had a truck which had cost 
him $1,700 minus $600 trade-in and the 
purchase was being financed. The truck 
was destroyed by fire. The finance com- 
pany had fire and theft insurance for the 
amount of the mortgage; the plaintiff took 
out another policy on the same truck. Both 
policies contained an “other insurance” 
clause. The court held the companies had 
a right to limit the liability in this respect 
in the absence of statutory provisions to 
the contrary. 

The plaintiff, in applying for his own 
insurance, stated that the truck was new, 
unincumbered and that he owed nothing 
upon it. This insurance company pleaded 
fraud and denied liability because the taking 
out of additional insurance increased its 
hazard. The court said: “This contention 
is a mere brutum fulmen, because, as shown 
here, the additional insurance minimizes 
the loss sustained, because of a limited 
liability which can be invoked in each 
policy contract to one-half of the amount 
of the loss sustained.” 

The plaintiff gained nothing by the fire 
because the loss of his truck was the loss 
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of his means of earning a living for } 
family. The finance company will take; 
the proceeds of the insurance. 

Attorneys’ fees and penalties were a 
sessed against one insurer because it charg 
the insured (the plaintiff) with a crime 
that of setting his truck afire—but it ¢j 
not offer “a scintilla of evidence to esta 
lish the crime charged. This course | 
conduct was arbitrary and capricious an 
without probable cause when viewed in th 
light of the incidents connected with th 
truck’s catching afire.”—Guin v. Commerci 
Casualty Insurance Company et al.; San 
v. Calvert Fire Insurance Company, Con 
mercial Credit Corporation, intervenor. Louis 
iana Supreme Court. November 9, 195) 
3 AutTOMOBILE Cases (2d) 265. 


Insurable Interest in Sold Car 


A cash sale is one where title passes upo 
payment of purchase price. Title dos 
not pass until the check given in paymen 
is paid, rules the Tenth Circuit. 


The policy covering the car in this cas 
provided no coverage while the automobil 
was subject to any bailment, lease, con 
ditional sale, mortgage or other incum 
brance, and upon claim the company denie¢ 
liability on the grounds that the insure 
was not the owner of the car at the tim 
of the accident and had no insurable in 
terest in it. 


The owner did sell the car for an agree 
consideration, accepted the purchaser’s ched 
and delivered the car to him. The pur 
chaser received a bill of sale and the w 
endorsed certificate of title. 


The purchaser, shortly after taking pos 
session, was killed in the accident in whic 
the car was wrecked. Payment on hi 
check was stopped. The seller offered thi 
only direct testimony as to the contract ¢ 
sale: that title was retained until checj 
should clear purchaser’s bank; that a bil 
of sale and a certificate of title were give 
to facilitate purchaser’s entry into a neigh 
boring state. 


Held: Evidence disclosed that the partie 
intended a cash sale. A cash sale is on 
where title passes only upon payment 0 
the purchase price. Payment in such sale 
is a condition to the passing of title and 
when in such sale the vendor accepts 4 
check or draft for the purchase price aj 
a means of payment, it constitutes only 4 
conditional payment, and as between tht 
parties ‘payment becomes: absolute onl 
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when the check or draft is paid and, until 
such payment, title does not pass.—Com- 
mercial Standard Insurance Company v. Mc- 
Collum. United States Court of Appeals 
for the Tenth Circuit. October 31, 1953. 
3 AuTtoMOBILE Cases (2d) 159. 


“Repair’’ and ‘‘Replace’’ 


The words “repair” and “replace” in an 
insurance policy mean restoration of the 
automobile to substantially the same con- 
dition in which it was immediately prior 
to the collision. Texas Court of Civil 
Appeals. 


The insured’s $3,000 automobile was badly 
damaged after it had been driven approxi- 
mately 7,000 miles. The insurance com- 
pany took the car for purposes of having 
it repaired. When delivered again to the 
insured, he refused to accept it contending 
that it had not been properly repaired. 
After considerable negotiation, the com- 
pany left the automobile at the insured’s 
place of business stating they would do 
nothing more about it. 


The insured claimed that the automobile 
had a market value immediately prior to 
its being damaged of $2,616 and that after 
repair the market value was only $2,000. 
The insured testified to 20 specific items 
that were either not repaired or repaired 
improperly and he was corroborated in 
part by automobile body repair men. 


Held: Plaintiff is entitled to a judgment 
of $616—the difference in market value 
before and after the damage. American 
Standard County Mutual Insurance Company 
v. Barbee et al. Texas Court of Civil Ap- 
peals. November 6, 1953. 3 AUTOMOBILE 
Cases (2d) 211. 


“In Charge of”’ 


A construction of an insurance policy 
which entirely neutralizes one provision 
should not be adopted if the contract is 
susceptible of another construction which 
gives effect to all its provisions and is 


consistent with the general intent. 


Minnesota. 
which ‘are 


The portions of this policy 


pertinent to this case are: 


“PROPERTY DAMAGE LIABILITY: 
To pay on behalf of the insured all sums 
which the insured shall become legally obli- 
gated to pay as damages because of injury 
to or destruction of property, including 
the loss of use thereof, caused by accident 


Automobile 


and arising out of the ownership, mainte- 
nance or use of the automobile.” 


“EXCLUSIONS 


“This policy does not apply: 


“ 


(f) under coverage B, to injury to 
or destruction of property owned by, rented 
to, in charge of or transported by the 
insured... .” 

In the space in the policy form in which 
the automobile covered by the insurance is 
usually described the words “See Endorse- 
ment” were typed. Attached to the policy 
was an endorsement entitled “OPERA- 
TOR’S POLICY (Private Passenger Au- 
tomobiles).” As far as here material, the 
endorsement read: 

“It is agreed that insurance as ts 
afforded by the policy for Property 
Damage Liability applies subject to the fol- 
lowing provisions: 


such 


“J. The insurance applies to the named 
insured with respect to his operation of or 
prescence in any private passenger automobile. 


“3. The insurance does not apply: 
“(a) to any automobile owned in full or 
in part by or registered in the name of 
the named insured . ” (Italics supplied.) 

A judgment was recovered against the 
insured for damages to an automobile which 
he had been using as bailee. The trial court 
held the insurance company liable under 
the policy in the amount of the judgment 
obtained against its insured. Hence this 
appeal. 

At the time of the damage to the car the 
insured was “in charge of” the car within 
the meaning of exclusion (f). 

It is contended that paragraph “1” of 
the endorsement has the effect of cancelling 
the exclusion provided in clause (f). Of 
course, if this is so, the insurance company 
is liable. 

The court said “we fail to see any conflict 
between the endorsement and the policy.” 
The policy was intended to afford to one 
who is driving an automobile which he 
does not own the same coverage as would 
be afforded to an owner of an automobile. 
To say that the words “presence in any 


‘private passenger automobile” include lia- 


bility for damage to an automobile in 
charge of the insured in spite of clause (f) 
is to ignore the words “such insurance as 
is afforded by the policy.” 

The lower court is reversed —Wvyatt v. 
Wyatt, State Automobile Insurance Associa- 
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tion of Des Moines, Garnishee, Appellant. 
Minnesota Supreme Court. June 5, 1953. 3 
AUTOMOBILE CAsEs (2d) 148. 


‘Business or Pleasure’ and for Fun 


Voluntary exposure to danger will not 
defeat recovery for an injury caused by 
accidental means for such exposure is 
not an exception in the policy and the 
insured had no intention of producing 
the injury received. North Carolina. 


The insured’s car was entered in a stock 
car race, and while racing, suddenly turned 
over and was demolished. The company 
refused to pay the insured but did pay to a 
finance company the amount on the 
contract for the benefit of the insured. 


due 


The question is whether or not the use at 
the time of the accident was within the use 
permitted under the terms of the policy. 


The court posed this question: If the 
company denied liability under the policy, 
why did they pay the finance company? 


Held: Under the general rule the use of 
the automobile permitted under the policy 
is broad enough to cover the car while it 
was being operated for any legitimate pur- 
pose not expressly excluded by the terms of 
the policy.—Suttles v. Blue Ridge Insurance 
Company. North Carolina Supreme Court. 
October 30, 1953. 3 AuTomMosBILE Cases (2d) 
215. 


Encumbrance 


In a subrogation action an insurance com- 
pany is estopped to deny liability when its 
own agent made false answers on an in- 
surance application. Wisconsin Supreme 
Court. 


This is an action between two insurance 
companies on account of an “other insur- 
ance” clause. 

An agent of the defendant company had 
written a policy covering an insured’s auto- 
mobile. The car was not encumbered, The 
insured telephoned that agent and asked 
him to transfer the policy of automobile in- 
surance to another car which he had just 
bought. The agent assumed that the new 
car, like the old car, was unencumbered 
and so stated on the application and the 
insurance policy. 

Apparently the insured did not realize 
that the plaintiff had placed insurance on 
the new car in connection with the financing 
of it, and that this duplicated the coverage 
he had purchased from the defendant com- 
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pany. The insured did not examine the pol 
icy closely when he received it and did nof 
notice the false answer as to no encumbraneg 
The car was damaged by fire and the plain 
tiff insurance company paid the entire loss 
This action is to recover one half the amou 
so paid from the defendant company by ree 
son of its “other insurance” clause. Bu 
liability was denied because of its exclusion 
clause against encumbrances “not specifically 
declared.” In other words, the defendani 
seeks to avoid its policy by showing that 
a statement written into the policy by its 
own agent, without any investigation of the 
facts and without making any inquiry of the 
insured, was false and by reason thereo 
there was no coverage. 


The authorities almost unanimously hold 
that where an agent of an insurance com 
pany writes a statement of fact into an 
application for a policy without making in- 
quiry of the insured, or relying on any in 
formation supplied by the insured, the company 
is precluded on the theory of either waiver 
or estoppel from showing the falsity of such 
statement in order to avoid liability upon 
the policy. 


The defendant company was held on estoppel 


“Regardless of whether the defendant in 
surance company can be held liable on the 
theory of waiver there would seem to bd 
no question but that it should be held under 
the facts of this case to be estopped from 
asserting the falsity of the answer. ‘None’ 
inserted by its own agent, without investi: 
gation and without contacting the insured 
Under such estoppel the defendant is pre 
vented from showing that there was ai 
existing incumbrance but is bound by the 
insertion made by its own agent in the 
policy that there was no incumbrance. 


“It has been suggested that the failure of 
the insured, to read his policy and to discover 
that a false answer had been inserted by 
the defendant’s agent in the blank with re 
spect to incumbrances ‘constitutes negligence 
which bars him from invoking the doctrine 
of estoppel. However, under the decisions 
of this court, failure to read the policy does 
not contribute such lack of diligence or neg- 
ligence as to bar the insured from invoking 
the principle of estoppel against the defend- 
ant insurance company. 


“We are of the opinion that the fact that 
[the insured] called the defendant’s agent 
and told him to ‘transfer’ the insurance 
from the first Cadillac to the second does 
not differentiate this case from one where the 
insured requests the writing of a new policy, 
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“The average owner, who acquires a new 
car in place of one previously owned, when 
he requests insurance coverage of his insur- 
ance agent docs not know whether this can 
be accomplished by a rider to the old pol- 
icy, or the writing of new policy. Which- 
ever way it is handled by the agent, the car 
owner depends on the agent to ask for what- 
ever information is required by the insur- 
ance company for filling in blanks in the 
rider or the new policy. The insured should 
not be held to presume that the agent will 
fll in answers in such blanks without first 
making inquiry to ascertain the true facts.” 

Held: The false answer was inserted in 
the policy through the fault of the 
defendant insurance company’s agent. The 
company cannot take advantage of the wrong- 
ful act of its own agent. 


sole 


dissent in this case: 
“It appears to me that if the circumstances 
of ownership were not the same in the new 
car as in the old so as to affect the cover- 
age, [the insured] alone knew it and it was 
his responsibility to inform the agent. With- 
out such information neither the agent nor 
the principal can be charged with the knowl- 
edge or with acting recklessly without knowl- 
edge in obeying [the insured’s] instructions. 
It was [the insured] in ordering a transfer, 
who took upon himself the responsibility 
of determining that the terms of his old 


There is a strong 


B policy met his new needs. He may not com- 


plain because the agent filled his order. [The 
insured’s] mistake was an innocent one but 
its unfortunate result may not be shifted to 
the agent (or his principal) who did as . 
directed.” —Emmco Insurance Company v. Pa- 
latine Insurance Company, Ltd. Wisconsin 
Supreme Court. May 5, 1953. 3 AUTOMOBILE 
Cases (2d) 186. 


Award in Excess 
of Damages Sought 


While rules of pleading have been liberal- 
ized, they are not sufficiently broad to 
permit a reviewing court to consider 
pleadings that have been neither filed nor 
tendered. Kentucky Court of Appeals. 


The pleadings sought damages for speci- 
fled amounts; however, testimony indicated 
that on certain of these items the damages 
were higher than that named in the plead- 
ing. Counsel moved that the court grant 
leave to amend his petition to conform to 
the proof but no order of the court appears 
in the record concerning the motion. 

Held: Reversed. Amendments are per- 
mitted by the Civil Court of Practice. This 


Automobile 


liberalizes the rule of pleading in the in- 
terest of justice. “However, we do not 
regard the rule concerning amendments as 
sufficiently broad to enable us to consider 
a pleading which was neither filed nor 
tendered.”—Lowisville and Nashville Railroad 
Company v. Complete Auto Transit, Inc. 
Kentucky Court of Appeals. June 19, 1953. 
3 AUTOMOBILE Cases (2d) 264. 


The Case of the Unknown Driver 


Presumption that a car is being driven 
with the owner’s consent is rebuttable, 
says the Eighth Circuit. 


The 


head-on 


defendant’s car was involved in a 

collision with a truck. All five 
occupants were thrown out of the car and 
instantly killed. No one knows who was 
driving at the time. 


The truck owner sues the defendant owner 
of the car under an Iowa statute which 
makes the owner of a car driven with the 
owner’s consent liable for the negligent acts 
of the driver and upon the common law 
rule that one who loans his car to an in- 
competent person may be held liable for the 
damages caused by the incompetent. 


The defendant was a nurse who worked 
at a hospital from 11 p. m. to 7 a. m. For 
a few months preceding the accident a friend 
had been driving her to work at 11 p. m. 
and calling for her at the hospital at 7 a. m. 
in her car. On these occasions, after leav- 
ing her at the hospital, he took the car to 
his home or to her home. 


If ownership of an automobile has been 
established as here, a rebuttal presumption 
arises that it is being driven with the owner’s 
consent. The accident occurred at 2:45 a. m. 
and testimony showed that the defendant’s 
car was parked about midnight at a -night 
club. Although the defendant’s friend was 
not seen at the night club, he was one of 
the occupants of the car who was killed. 
Was the person who had the defendant’s 
consent to drive the car driving it? The 
defendant asserts that the jury’s conclusion 
that he (the friend) was driving it was 
based on conjecture alone. 

Held: A theory may not be said to be 
established by circumstantial evidence even 
in a civil action unless the facts relied on 
are of such nature and so related that it 
is the only conclusion that can fairly and 
reasonably be drawn from them. It is not 
sufficient that the facts and circumstances 
merely be consistent with the conclusion 
sought to be established; they should be 
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inconsistent with any reasonable theory to 
the contrary. Judgment for the truck owner 
affirmed.—Lukehart v. Gleason, United States 
Court of Appeals for the Eighth Circuit. 
November 2, 1953. 3 AUTOMOBILE CASES 
(2d) 145. 


Loss of Subrogation Rights : 


A provision for subrogation is not vio- 
lated where the insured has, with full 
knowledge and acquiescence of the in- 
surer, compromised his claim against the 
wrongdoer and executed a release thereof. 
West Virginia. 


The automobile of the plaintiff, while be- 
ing driven over a road then under construc- 
tion, struck a rock protruding from such 
road, damaging the oil pan and causing a 
complete loss of oil. The automobile was 
driven approximately six miles beyond the 
point of impact at which time a “knock” 
developed and the car was stopped. Upon 
examination, the motor was found to be 
burned out, as a result of running without 
oil, necessitaing its replacement at a cost 
of $353.99. 

Plaintiff notified the defendant, the insurer 
of the automobile, of the loss and was con- 
sulted by an adjuster on behalf of the de- 
fendant. The attorney for the plaintiff testified 
that he conversed with the adjuster and in- 
formed him that suit would be instituted by 
plaintiff against the contractor engaged in 
the road construction, but that the insur- 
ance company would be held for the differ- 
ence between any recovery and the amount 
of damages, $353.99. 

This was agreeable to the adjuster, where- 
upon suit was instituted in a justice’s court, 
and judgment was obtained for $300 against 
the contractor. 


Pending an appeal, a compromise figure 
of $175 was reached and the adjuster was 
again consulted; he agreed to such settle- 
ment, and also agreed that the insurance 
company would pay the difference between 
$175 and the total amount of damages. On 
this basis, the suit was settled and the plain- 
tiff executed a complete 
contractor of all liability, “specifically ex- 
cepting” from such release the defendant 
insurance company. 


release to the 


After the execution of such release, this 
action was begun against the insurer to 
recover under the provisions of the policy. 

The insurer maintains that under the 
terms of the policy it was only liable for 
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damage which occurred to the oil pan anf 
not for damage suffered by the automobil 
as a result of the loss of oil from th 
crankcase. 

The insurer contends further that the e 
press provisions of the subrogation claug 
were violated in that the rights of subrogs 
tion were destroyed by releasing in full th 
wrongdoer before payment by the defend 
ant insurance company. 

Held: The adjuster was delegated by th 
insured to negotiate on this matter. Althougl 
the negotiations covered a long period ¢ 
time, the insured had no warning that th 
adjuster was not acting as a duly authorize 
agent of the insured;and there was amp 
opportunity during this period for the com 
pany to inform the insured to the contrary 
The insurer is now estopped to deny tha 
the adjuster had full authority to pursue th 
course of action that he did. Such cours 
of action amounted to a waiver to the it 
surer’s right of subrogation. Judgment fo 
the plaintiff affirmed.—Runner v. Calvert Fin 
Insurance Company. West Virginia Suprem#f 
Court of Appeals. June 9, 1953. 3 Aun 
MOBILE CASEs (2d) 482. 


Cancellation 


Evidence that notice of cancellation wa 
mailed by the insurer is sufficient to su 
tain a judgment relieving the insurer fro 
liability. New Jersey. 


A cancellation’ notice was mailed to th 
insured effecting cancellation on January 2) 
on February 17 the insured was involve 
in a mishap. 

At the trial evidence was introduced show 
ing the proper mailing of the notice of cam 
cellation by the insurance company. Thi 
plaintiff attempted to introduce evidence | 
prove that the notice of cancellation was 1 
received. The trial judge held that such evi 
dence was irrelevant and immaterial an 
sustained the objection to its introductia 
The appeal is-on this ruling. 

Held: “We conclude that the positive evj, 
dence of the mailing of the notice in thf 
present case warranted the court in declarin| 
the judgment which the law imposed.” 
Womack, Gen. Admx, Plaintiff v. Fenton, Di 
fendant ; Fenton,, Third-Party Plaintiff, Appel 
lant v. Atlantic Casualty Insurance Compan) 
Third-Party Defendant, Respondent; Same 4 
Automobile Association of New Jersey, Di 
fendant, Respondent. New Jersey Superi0 
Court, Appellate Division. November 1 
1953. 3 AutomosILe Cases. (2d) 415. 


IL J— January, 19 





orizel 
amp! 
e COM 
ntrary 
Ly the 








of Selected 
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wisting 


Unless knowledge of the twisting can be 
imputed to the company its license to do 
business cannot be revoked. Virginia. 


The facts of the cases may be stated thus: 
n August, 1950, the insured secured a 
wealth and accident policy. Coffey, at the 
ime, was .acting as agent for the issuing 
ompany. White, as his subagent, sold the 
policy to the insured who was at that time 


Figpuftering from a cataract on her eye. This 


upren 
Avtl 


cal advice within five years. 


@act was disclosed to White. In April, 1951, 
Coffey left his employment and became 
tate manager for the Sterling Insurance 
company. White continued to work under 
offey and was licensed by the commission 
sa solicitor for Sterling. 


In April, 1954, White persuaded the in- 
ured to surrender her policy and take out 
policy with Sterling. In the written ap- 
lication for the Sterling policy she did not 
isclose the trouble with her eye and affirma- 
ively stated that she had not received med- 
White knew 
hat the statement in the application was 
alse. He informed the insured that she need 


mot disclose her ailment in the application. 


Nine months after she had taken out the 
olicy with Sterling she had an operation 
or the cataract condition. She filed claim 


“vith Sterling for benefits and the company 


luctior 


ve ev 
in th 
clarin 
sed.” 
on, Dé 
A ppel 


m pany 
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efused payment because of the misrepre- 
entation in the application. 


When Sterling refused to pay her, she 
led a complaint with the insurance depart- 
ment of the commonwealth. 


On the basis of her statements to the 
Msurance department, summonses were issued 
Against White, Coffey and the Sterling In- 
urance Company, and a hearing was held 
efore the State Corporation Commission, 
esulting in the revocation of licenses of all. 


The company and Coffey appealed. White, 
he agent, did not. The court adopted for 
he most part the dissenting opinion of one 


ife, Health—Accident 


of the members of the commission—that 
twisting could not be imputed to the state 
manager or to the company where they had 
no knowledge of the agent’s act.—Sterling 
Insurance Company v. Commonwealth of Vir- 
ginia; Coffey v. Same. Virginia 
Court of Appeals. November 30, 
Lire Cases (2d) 542. 


Supreme 
1953. 1 


Effect of Divorce 


Where a divorce decree settles the right 
of the parties in life insurance the benefits 
could only be paid under the clause gov- 
erning payment when no beneficiary is 
named. Michigan Supreme Court. 


The insured, decedent, was divorced from 
his first wife and remarried. An insurance 
policy named his first wife as beneficiary 
but the divorce decree contained this clause: 


“It is further ordered, adjudged and 
decreed that all rights of either party in any 
policy or contract of life insurance, endow- 
ment or annuity upon the life of the other 
is hereby terminated and each party shall 
have the sole and exclusive right in any 
and all policies or contracts of life insurance, 
endowment or annuity upon his or her life.” 


The insurance company filed a bill of 
interpleader and paid the proceeds of the 
group life insurance policy into the court. 


The insurance policy contained this clause: 
“BENEFICIARY: Any part of the insur- 
ance for which there is no beneficiary desig- 
nated by the Employee or surviving at the 
death of the Employee will be payable in a 
single sum to the first surviving class of the 
following classes of successive preference 
beneficiaries: The Employee’s (a) widow 
widower; (b) surviving children; (c) 
surviving parents; (d) surviving brothers 
and sisters; (e) executors or administrators.” 


Held: The divorce decree, by following 
the terms of the statute, terminated the 
first wife’s rights in the insurance and gave 
the decedent the sole and exclusive right 
to the policy. He, therefore, had the right 
to change the benéficiary as he saw fit but 
only in the manner provided for in the 
policy. There being no beneficiary desig- 
nated, the proceeds of the insurance should 
be paid according to the terms of the policy. 
—Prudential Insurance Company of America 
et al. v. Irvine et al. Michigan Supreme Court. 
November 27, 1953. 1 Lire Cases (2d) 547. 
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Summaries of Selected Deci- 
sions Recently Reported by 
CCH FIRE-CASUALTY IN- 
SURANCE REPORTS 





What Is a Windstorm? 


A windstorm is a wind of force and 
velocity sufficient to cause damage to a 
property, assuming it is in a reasonable 
condition of repair, says the Maine Su- 
preme Judicial Court. 


On the day the insured property, a hen 
house three stories high, 130 feet by 40 feet, 
collapsed, there was a big wind, much rain, 
sleet and snow. 

The insurance company denied liability 
for “direct loss by windstorm,” arguing that 
it was “nothing more than an ordinary 
March day in Maine, not a windstorm 
within the meaning of any decided cases 
or any standard dictionary.” 

From the dictionary We take these defi- 
nitions: 

“Wind—Air in motion with any degree 
of velocity.” 

“Windstorm—A storm characterized by 
high wind with little or no precipitation.” 

“Storm—A disturbance of the atmosphere 
attended by wind, rain, snow, hail, sleet, 
or thunder or lightning; hence, often, a 
heavy fall of rain, snow, or hail, whether 
accompanied with wind or not.” 

From some decisions we get these: 

“A blizzard was a windstorm.” (Jordan 


v. Lowa Mutual Tornado Insurance Company, 
130 N. W. 177.) 


fr es te ae Wind:.of. unusual 
(George A. Hoagland & Company v. Insur- 
ance Company of North America, 267 
N. W. 239.) 

“. . A windstorm must be taken to 
be a wind of sufficient violence to be capable 
of damaging the insured property either by 
its own unaided action or by projecting 
some object against it.” (Gerhard v. Travelers 
Fire Insurance Company, 5 FirE AND CASUAL- 
ty Cases 500.) 


“ 


Any wind that is of such extra- 
ordinary force and violence as to 

injuriously disturb the ordinary condition 
of the things insured is to be deemed 
a windstorm. .” (Fidelity-Phenix Fire 
Insurance Company of New York v. Board 
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: ore 
violence. 


of Education of Town of Rosedale et al, 
FrrE AND CASUALTY CASES 739.) 

“Tt seems to us that in the absence of 
definition or a limitation in the policy, 
windstorm must be taken to be a wind 4 


sufficient violence to be capable of damag 


assuming th 
state 


ing the insured 
property to be in a 
repair.” 
pany wv. Baker, 7 
Cases 1058.) 

In this case the court confined itself | 
a search for the answer to: 
force or violence of wind does it take 
make a windstorm, and how may it } 
measured? 


property, 
reasonable 
FIRE 


AND CASUAL 


“In construing the meaning of windstornl 


and the standard we aré to use in deter 
mining the fact of storm or no storm, w 
must bear in mind the weather condition 


(Druggist Mutual Insurance Cong 


“How much 


existing in Maine against which protectiog® 


is intended to be given. In the course ¢ 


a year there will be windstorms in Maing 


within any comn.on sense meaning of th 
term. 
we may take the term of the policy befor 
us, namely, from December 1949 to Seg 
tember 1954. During this period the he 
house of the plaintiff would be exposed ff 
a windstorm. In this respect windstor 
insurance differs from fire insurance. ” 
may never be exposure to fire during t 
term of the policy; there will necessarily bi 
the nature of our climate be exposure t 
windstorm. 

“A second consideration we may fairl 
take into account is this: most buildings } 
Maine are not damaged by windstorm, ani 
all windstorms do not cause damage. Surelj 
the company would not have covered thi 
hen house (and machinery therein) if he 
houses of this type and size and in goo 
repair would not withstand ordinary wind 
and indeed most windstorms. 


“We do not hold that any wind 


If a year seems too short a perio(f 


Appe 
3, 195 


damages insured property is a windstormg, 


Such a rule leaves out of consideration 3 
highly important factor—namely the con 
dition of the property. A windstorm, in ow 
view, under the policy is a wind of fore 
and velocity sufficient to cause damage 
the property if in reasonable condition.” 
Held: For the insured—Peerson v. Aroo 
stook County Patrons Mutual Fire Insurané 
Company. Maine Supreme Judicial Court 
November 6, 1953. 
CAsEs 166. 


From a Maine windstorm to a Missow 
tornado. The fact that this tornad 
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t all, 


ce of 
rlicy, 
vind q 
damag 


ook place during a flood gives rise to the 
ontroversy. 

The insured’s farm and the surrounding 
erritory for miles was inundated by an 
nusually high flood and while flooded, a 
ornado struck. The policy provided that 
he company should not be liable “ 


Mor loss caused directly or indirectly by (a) 


frost or cold weather or (b) ice (other than 
hail), snowstorm, tidal wave, high water or 
werflow, whether driven by wind or not.” 
The defense was that the insured’s dam- 
was caused either entirely by flood 
or by flood water driven by wind 

bind hence not covered by the policy. On 
tross-examination of the plaintiff’s expert, 


Bit was admitted that the water inside the 


wilding would be forced downward by 


he tornadic wind causing it to push out the 


walls below the water level. The reviewing 
pourt held that not only the occurrence of 
he storm but facts observed immediately 
thereafter and later, after the high water 


iad gone down, were shown and were sufh- 


befor 
> Sep 


por a 


BAppeals for the Eighth Circuit. 
53, 1953. 


jient to justify the inference that the 
tornado caused the major part of the dam- 
hee to the farm buildings. The evidence 
lid not show, however, the loss from wind- 
orm equaling or exceeding the amount of 
he verdict, so the case must be remanded 
new trial—Niagara Fire Insurance 
Company v. Muhle. United States Court of 
December 
8 Frre AND CASUALTY CASES 160. 


onstruing ‘‘Person”’ 


The word “person” in the clause estab- 
lishing limits or liability refers to the 
person killed or injured and not to each 
person who may suffer damages from 


such injury or death. Washington Su- 


preme Court. 


The plaintiff in this action is the widow 
of the employee who was killed. She sues 


a representative capacity in behalf of 


ierself and two minor children, citing this 
lause: 
Limits or Liapitity. (No insurance 
afforded under any Insuring Agreement 
nless specific limits of liability as to such 


(a) 
‘Bodily injury, sickness, disease or death 
$5,000 each person and subject to that 
$25,000 each occur- 


The plaintiff contends that the injured 
parties under the wrongful death statute 


them should be construed “each person” 
under the terms of the policy. 

Held: “Giving them [these words] their 
plain meaning, it is apparent that the words 
‘each person’, refer to the person injured 
or killed, and not to each person who may 
suffer damages from such injury or death. 

“Plaintiff and her children were not in- 
volved in the occurrence in which her 
husband was killed. Her judgment is for 
consequential and not direct damages. The 
plain words of the policy cannot be con- 
strued so that these consequential damages 
can be said to be for a distinct bodily injury 
to her or her children, or that they were 
not sustained because of the bodily injury 
or death of only one person, her husband. 
Such a construction would impose a liability 
upon the insurer in excess of the plain limit 
stated in the policy for an accident to one 
person.”—Hutton v. Martin et al. Washing- 
ton Supreme Court. October 29, 1953. 
8 Frre AnD CAsuaLty Cases 158. 


Cargo Insurance 


The date of loss for which the policy 
covered was not synonymous with the 
date on which the theft occurred. The 
New York Supreme Court construed this 
policy against its own clause-limiting ac- 
tions. 


The trucks of the defendant trucking 
company, loaded with merchandise for de- 
livery to various consignees, were stolen. 
No action was brought against the de- 
fendant trucking service by the shippers 
until three years after the theft. The 
truckers’ insurer denied liability because 
of this clause in its policy. 

“No action on this Policy for 
the recovery of any claim, shall be 
tainable in any court of law or equity . 
unless commenced within twelve (12) months 
next after the happening of the loss. 7 


suit or 
sus 


The insurance company contends that the 
date of the “happening of the loss” was 
the date of the theft of the merchandise in 
1946, and that the insured’s time in which 
to bring suit had therefor elapsed. 

The assured claims that under the terms 
of the policy, it will suffer no “loss” until 
required to pay a judgment and cost of liti- 
gation; and that its time to sue has therefore 
not yet begun to run. 

The coverage of the policy in- 
sures “liability as a carrier for loss or dam- 
age caused directly by perils insured against 
hereunder, to lawful goods and merchandise 

while in the custody of assured... .” 


clause 
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The policy contains two endorsements 
pursuant to the Interstate Commerce Act 
and the Public Service Law: “... the Com- 
pany hereby agrees to pay ... any shipper 
or consignee for all loss of or damage to 
all property belonging to such shipper or 
consignee, and coming into the possession 
of the insured in connection with its trans- 
portation service, for which loss or damage 
the insured may be held legally liable. . . .” 


Held: The insured will suffer no 
as contemplated by this clause until his lia- 
bility to the owners of the property has 
been established. The shippers are not 
bound by any contractual statute of limi- 
tations written into the policy. The period 
of limitation contained in the policy did not 
begin to run until the assured was in a posi- 
tion to institute action against the insurance 
company.—Sassi v. Jersey Trucking Service, 
Inc.; Jersey Trucking Service, Inc., Third- 
Party Plaintiff, Appellant v. American Insur- 
ance Company of Newark, Third-Party 
Defendant, Respondent. New York Supreme 
Court. December 15, 1953. 8 Fire Anp 
CASUALTY CASES 164. 


loss 


Theft of Employees’ Money 


Where a burglary policy does not pre- 
scribe a kind of record to be kept it 
cannot be heard to complain that the 
records which were kept are inadequate. 
Michigan. 


The plaintiff’s safe was burglarized and 
much of the contents stolen. In the safe 
were envelopes containing money belong- 
ing to certain few employees of the plaintiff. 
These, together with their contents, were 
stolen and because there was no_ book- 
keeping in the general sense as was done 
for company transactions, the insurer re- 
fused to pay the amount of money in the 
stolen envelopes. 


A very good case which the insurance 
company relied upon is that of Green’s 
Hotel, Inc. v. Commercial Casualty Insurance 
Company, 7 FirE AND CASUALTY CASES 189, 
73 Atl. (2d) 349. The policy of burglary 
insurance in this case contained a clause 
identical with the provisions of the pol- 
icy in the instant case: “The insured 
shall keep records in such manner that the 
company can accurately determine there- 


from the amount of the loss.” In tk 
Green case there was in the safe, at the tim 
of the burglary, money in envelopes bearing 
notations as to the amount and the owner 
ship which was the property of the hotel! 
The envelopes were taken wit 
the money, and no record whatsoever coulj 
be presented with reference to the amoum 
in the envelopes. In the Green case thé 
court held that the notations on the a 
velopes were not a sufficient compliance wi 


officers. 


the requirements of the above-quoted claus 


in the policy, and accordingly it was deter 
mined that the insurance company was nd 
liable for this money. A similar conclusioj 
was reached in Standard Accident Insurand 
Company v. King Candy Company, 6 Fri 


sequel 
missic 


AND CASUALTY CASES 989, 221 S. W. (2d) 34) 


The facts in the instant case are a bi 
different and for that reason the insurance 
company was held liable. 


First, there wat’ 


a system of permitting employees who deg © 


sired to do so to leave money in the safe 
the bookkeeper was in immediate charg 
of such deposits. It was the custom @ 
the bookkeeper when an employee brough 
in money for safekeeping to place it { 
an envelope bearing the name of the em 
ployee on which she would note the amoun 
deposited and the balance. 
and direction of the bookkeeper each em 
ployee making such deposits kept a recor 
and from time to time the records so kep 
were checked against the notations on th 
envelopes. 
on the day preceding the burglary. Th 
claim presented by the plaintiff to the m 
surance company was based on the record 
kept by the employees as to their individu 
deposits together with the recollection oj 
the bookkeeper of the notations she hai 
placed on the respective envelopes. 

Held: 
form in which the insured should keep its 
records. The requirement imposed was 
merely that the system followed should 
permit the insurance company in the even 
of loss to accurately determine the amount 
from the records. The records which the 
plaintiff had caused to be kept by the em! 
ployees were sufficient to establish the 
amount of the loss—Ever Krisp Foot 
Products Company v. New Amsterdam Cas} 
ualty Company. Michigan Supreme Coutt 
November 27, 1953. 8 Fire AND CASUALT 
Cases 171. 


“It is with literature as with law or empire—an established name is 


an estate in tenure, or a throne in possession.”— Edgar Allan Poe. 
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At the requesif. 


reser 
made 


A comparison had been mad 


The policy did not prescribe tha, 


quent 
mail 
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REPORT TO THE READER 


It is not the province of the court to weigh 
and determine the relative merits of 
ems of accounting.’ Brown v. Helvering 


14 


Sys- 


An automobile manufacturer had expensed 
rious development and experimental costs 
i creating a new car. The Commissioner 
was within his rights in not permitting sub- 
sequent capitalization. “[The Commis- 

ioner], in the regular course of his 
ficial duties, was called upon each year to 
examine petitioner’s income tax returns and, 
in so doing, to ascertain whether or not a 


Bproper method of accounting was being used 


by it. The method thus used was approved 
y [the Commissioner] as properly reflect- 
ing the income of [the taxpayer] .... The 
record that would 
justify the Commissioner in deducting such 
expenditures other than as expenses during 
he year incurred. Much latitude and dis- 
retion is given the Commissioner ... in 
enforcing the Revenue Act, and [his] acts 
should not be disturbed unless an abuse is 
shown. See: Helvering. i 
Notes of the taxpayer’s customers were dis- 


contains no evidence 


Brown v. 


counted by a finance company, which set up 


from which payments would be 
made to the taxpayer if the reserves were 
mot needed to meet defaults. Although 
overruling the Commissioner’s claim that the 
reserve on the finance company’s books was 
ati accruable asset of the taxpayer, the 


reserves 


Court observed that “we think that... it 


was within the Commissioner’s discretionary 


Bpower under Sec. 41 of the applicable Rev- 


enue Act to revise and restate the taxpayer’s 
accounts in order clearly to reflect its in- 
come. See Brown v. Helvering. aes 

the discretion 


In fact, Commissioner’s 


@even has been upheld in such matters as 


even 
nouns 
h_ the 


when an office of the Alcohol Tax Unit may 
be closed. One office had hours of 8 a. m. 
to 4:30 p. m.; a claim filed at 4:35 p. m. 
could not be received and it was subse- 
quently rejected as untimely when filed by 
mail postmarked the same day. “[T]his 
Court any other Court cannot say it 
would be wiser to open at eight-thirty and 
close at five.” ” 


or 


4% St. Paul Union Depot Company v. Commis- 
sioner, 41-2 ustc § 9765, 123 F. (2d) 235 (CCA-8). 
% Duesenberg, Inc. of Delaware v. Commis- 
sioner, 36-2 ustc { 9386, 84 F. (2d) 921 (CCA-7). 
% Keasbey & Mattison Company v. U. S., 44-1 
ustc | 9189, 141 F. (2d) 163 (CCA-3). 
'‘Hilker & Bletsch Company v. U. S., 
ustc { 9650, 115 F. Supp. 692 (DC IIl.). 
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Report to the Reader 


Continued from page 4 


Hybrid methods of accounting always are 
dangerous. “Inasmuch as the accrual method 
of accounting adopted by the taxpayer was 
not ‘regularly employed’, .in that the ac- 
crued items of production tax payments 
passed along for assumption by purchasers 
of the whiskey sold during 1935. were not 
included in petitioner’s income tax return, 
the Commissioner was clearly privileged to 
make his computation according to such 
method as in his opinion would clearly re- 
flect the income. The petitioner has no 
legal basis for its opposition to such pro- 
cedure.” * 

Both taxpayer and Commissioner will be 
bound to a method that clearly reflects in- 
come. A corporation lending money on 
mortgages accrued as income and expense, 
respectively, the commissions to be earned 
on the mortgage bonds and the commissions 
paid or to be paid on the sale of its bonds. 
The could not spread the 
cost of selling the bonds over a five-year 
“A taxpayer which has chosen an 
accrual method of accounting must be al- 
lowed some latitude in the application of 
that method in accounting for its own par- 
The Board [of Tax Ap- 
peals], like the courts, will not weigh to a 
nicety the relative merits of accounting sys- 
tems. Brown v. Helvering .... If a taxpayer 
has selected a method of accounting which 
clearly reflects the income of its business, 
and if it regularly employs that method, 
there is no justification for either the tax- 
payer or the Commissioner departing from 
that method in the computation of income 
tax, even though the departure may have 
some slight tendency to reflect income more 
clearly.” ” 


Commissioner 


period. 


ticular business. 


In holding that a taxpayer was not en- 
titled to a deduction for payments in prior 
years of minimum royalties under a lease, 
one court noted that “the method of ac- 
counting employed by a taxpayer is never 
conclusive. Brown v. Helvering. iS 
But the Commissioner may change a tax- 
payer’s accounting method only if it does 
not clearly reflect income. The Commis- 
sioner questioned the accuracy of the per- 


18 Franklin County Distilling Company, Inc. v. 
Commissioner, 42-1 ustc { 9278, 125 F. (2d) 800 
(CCA-6). 

1” Franklin Title & Trust Company v. Com- 
missioner, CCH Dec. 8916, 32 BTA 266 (1935). 

2» Lehigh Valley Railroad Company v. Com- 
missioner, CCH Dec. 10,799-A, BTA Memo. Op., 
Dkt. Nos. 38892, 62245, entered August 8, 1939. 
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centages used by a taxpayer employing the 
long-term contract method; but no error 
could be proven. “An accounting method, 
though consistently used by the taxpayer, 
is not conclusive, and if the method does 
not clearly reflect income, computation is 
to be made upon a basis which in the Com- 
missioner’s opinion will do so., Brown vw. 
Helvering. . . . [But] We think . that 
the [taxpayer’s] method here does accur- 
ately reflect income.” ™ 

If there is more than one method of 
clearly reflecting income, the taxpayer’s 
choice may not be changed. “Under similar 
provisions of other statutes, it has been said 
that ‘the method employed by the taxpayer 
is never conclusive’. Brown v. Helvering 

. . We do not intend to hold that the 
method of accounting used by the [tax- 
payer] is the only correct one, but that 
the method employed does clearly reflect its 
income, it has been long and consistently 
adhered to, and should not therefore be 
disturbed.’”” 

A taxpayer which has used the retirement 
method consistently, in accordance with In- 
terstate Commerce Commission regulations, 
may not for one particular year obtain de- 
preciation deductions upon another basis for 
part of its properties. “[Past] returns, so 
far as the method of computing net income 
is concerned, were accepted and approved 
by the [Commissioner]. The [taxpayer] 
has never sought nor obtained permission 


THE COVERAGE 


unable or unwilling to cover the risks to 
be insured. Where exception is made, the 
insured himself may not deal directly with 
unauthorized insurers but must use an au- 
thorized company as an intermediary. 


Mexico has a social security system pro- 
viding for compulsory insurance of employed 
persons against industrial accidents and dis- 
eases, nonoccupational sickness, maternity, dis- 
ability, old age and death. This program is 
administered by the Mexican Social Security 
Institute under general supervision of the 
Ministry of Economy. Benefits are financed 


to compute its net income in any other way 
Cf. . . . Brown v. Helvering. In th 
instant case, the [Commissioner] has de 
termined that the [taxpayer’s] accounting 
method meets the statutory test of a clea 
reflection of income, and he has ag 
cepted and approved the returns { 
which the net income was computed by tha 
method. That determination is prima faci 
correct.” * 

In rejecting a refund claim, one cour 
noted that “the petitioner’s bookkeepe 
stated that at the end of each year th 
books accurately reflected the profit of thé 
business, and that the returns as maé 
properly reflected what the books showed 

The Commissioner found that 
the original method of accounting did 
clearly reflect the income. Much latitude 
for discretion is given the Commission 
; in enforcing the Revenue Acts. 
Brown v. Helvering. ee 

“TN]lo agreement about books .. . ca 
make us look upon another man with s 
friendly an eye as the discovery that h 
belonged to our period. ls) 
same token, if the books cease to belong to 
the same period (or method), the Commis 
sioner’s eye will lose its friendliness in 
stanter. And Congress has given the Com 
missioner the discretionary power to dj 
more than glare: “ therefore use thy 
discretion, I had as lief thou didst brea 
his neck. oe 


Continued from page 47 


by contributions paid by employers ané 
employees. The system, which was set uf 
by the Social Security Law of 1942, is i 
operation only in certain parts of the coun 
try, as determined by the President, but is 
being extended regionally as facilities aré 
developed, and eventually is to have nation: 
wide effect. As of the end of 1952, about 
420,000 employees, together with their de 
pendents, were reportedly covered by social 
security. In areas where social security 
is not in effect, the workmen’s compensa 
tion provisions of the Federal Labor Cod¢ 
remain applicable. 





2 W. F. Trimble and Sons Company v. Com- 
missioner, CCH Dec. 12,937, 1 TC 482 (1943). 

22 International Cigar Machinery Company v. 
Commissioner, CCH Dec. 9682, 36 BTA 124 
(1987). 

28 Central Railroad Company of New Jersey v. 
Commissioner, CCH Dec. 9586, 35 BTA 501 
(1937). 

*% Southern Abstract &€ Loan Company v. Com- 
missioner, 72 F. (2d) 130 (CCA-6), 1934. 
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2 Edmund Lester Pearson, Books in Black @ 
Red (New York, The Macmillan Company) 
1923), p. 53. 

26 William Shakespeare, As You Like It, Act | 
Seene 1, Line 141. Discretion frequently if 
bracketed with violence: that is, ‘*. 
stroy them out of discretion. . . 

Goethe, Elective Affinities (Boston, 
1872), p.- 239. 
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Gn Futwee Gssawues 


THE MEDICAL DIRECTOR of a midwestern life 
insurance company has written a very inter- 
esting paper on the medical aspects of life 
and health underwriting. Speaking of cata- 
strophic types of health insurance, the author 
says: ‘‘It is of more than passing interest that 
the only new promise in the presidential cam- 
paign of 1952 was Eisenhower’s commitment 
to federal support of ‘insurance against cata- 
strophic illness’ . . . one of the prime criticisms 
leveled at our industry is that so few families 
are insured against the cost of a prolonged 


illness.”’ 
° 


ANOTHER ARTICLE will discuss the trouble- 
some problem arising out of the situation of 
pre-existing disease and accident insurance. 


IN ADDITION, there will be our view of a 
segment of the current parade of litigaiion— 
a parade without an ending and from which 
we endeavor to point to the more exciting 
exhibits construing policies and unusual situa- 
tions of negligence. 








